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STAFF AUDITOR

How do you
evaluate
career success?
...IF IT’S IMPORTANT TO YOU,
IT’S IMPORTANT TO US.
At Motorola, we know it’s people who make us successful, and it’s people who
matter to us. That’s why we offer uncommon career opportunities...opportunities that
provide you with rewards and recognition you want and deserve.
Like this one, for example. Right now we have an exceptional opportunity for an
experienced professional who is capable of promotion in the next 2 years. This
individual will perform financial and operation reviews of various corporate and
divisional units, both in the U.S. and abroad. This is a highly visible position that offers
the opportunity for exciting 35-40 percent travel (weekends home) including an annual
4—5 week overseas assignment! The challenge is there, the potential is limitless...
the rest is up to you!
The successful candidate will be a fast-track individual with a BS in Accounting
and preferably a CPA or MBA Excellent communications skills and 2—3 years
auditing experience in public accounting or a manufacturing environment are essential
qualifications as well.
This position offers an exceptional salary/benefits package, and the chance to make
our progress...your progress. For immediate consideration, please forward your resume,
including salary history, in confidence, to:

Mr. Tom Marchetti
Professional Recruiting Dept.

MOTOROLA INC.
Corporate Headquarters
1303 E. Algonquin Rd., Schaumburg, IL 60196
Equal employment opportunity/affirmatlve action employer
We encourage minorities to apply.

own standards (with some new
fallacies and a plethora of detail) until
High-jumping Frogs,
the FASB became the standard bearer
in 1973. Still the process remained in
And Other Evidence
the private sector. During the last half
of the 70s the Metcalf Report, Con
Of Change
gressional investigations, and steppedup participation of the public sector
through the Securities and Exchange
Commission have combined to set the
stage for legislated accounting princi
ples in the decade ahead. It is impossi
ble to predict the ultimate evolvement
When some primordial frog first system which has given us the highest of accounting standards in so rapidly
jumped from a pond up onto the grass standard of living in the world has also shifting a cultural pattern but we can,
land back in the misty beginnings of given us a certain moral ambivalence while denied the tranquility of a
time one can almost imagine the All- because survival ability can mutate all sideline seat, still recognize an in
Knowing reflecting, “It’s a start; now too readily to craftinesss and dis teresting drama. This issue of The
let’s see what comes of it.” What came honesty. White becomes black ever so Woman CPA presents three articles
of it was a whole retinue of evolving subtly. A product may be sold more that examine the prescriptions for
terrestial life, all made possible by that cheaply or a service provided for less standard setting from three different
frog who must have had a hard time of because the provider is selling, decep perspectives.
Even a journal such as this must
it, indeed, gasping for oxygen in the tively, a poorer product or an inferior
alien air. Evolution does not come service. Under the close surveillance carefully consider standards. We
easily.
of a rural society the shoddy can be could, for instance, select only the
When some early human discovered avoided easily but in an urban maze most erudite manuscripts among sub
that several people could exchange the public has to have some safeguards missions and thus become known,
some portion of their separate posses against descent to street bazaar fakery. perhaps, for our scholarly and esoteric
sions and skills for shared benefit, one
Performance standards, sometimes discrimination — but very few of our
can again imagine a sardonic prophet legislated but more often publicized as subscribers would read our pages. Or,
saying, “Now it begins.” The prophet part of a marketing strategy, can pro we could publish practically every
would see, of course, that not all vide some security to the consumer. thing submitted by chapters or mem
humans are created equal and so the Imposed standards, however, strike bers of our sponsoring societies on the
smart ones would fare better than the slightly cross-grain to free enterprise principle of selectively fostering talent,
less perceptive traders in the bartering traditions; trade secrets can be vio however latent — but we would soon
activity. It was the start of the struggle lated and the expense of maintaining diminish in our own eyes and in the
for mutually acceptable coexistence. standards can create pricing problems eyes of others. We could limit publish
The frog has had amphibious success, in a competitive market. One major ing privilege to female authors, or to
but humankind has yet to solve the automotive firm laments that practicing accountants, or to writers
conflict of self and society. Caveat bankruptcy will follow if it is forced to with graduate degrees. We could
emptor is still the credo, especially for include some safety features and anti popularize our pages with cartoons
buyers of new cars, and we look to pollutant devices in its new models. and gossipy comment, and probably
standards of performance for some Financial reports that serve manage thus attract a broader base of readers
protection from the predators of our ment’s purposes may not be in the best and so more advertising, but we would
species.
interests of stockholders, and revers lose some of our hard-won prestige.
From the inception of The Woman
Like many values, standards are ing the emphasis may jeopardize long
CPA
in 1937 eighteen dedicated edi
often in the eye of the beholder. Every range management plans-in-process.
tors
working
with our sponsors have
one is familiar with the simple, and The accounting profession has recog
simply implausible, valuation system nized that reporting standards need been setting standards for this publica
of children who see only good and bad, not be the same for small private com tion and developing it from its fourwhite and black. Young nations and panies, as differing from companies page house organ first edition. It is a
rural societies tend toward similar with public ownership, and the Finan pleasure to greet as nineteenth editor,
naivete but America’s complex busi cial Accounting Standards Board is beginning with Volume 42 in January,
ness interests, and particularly the ac developing separate standards for 1980, our well experienced staff mem
counting profession, are troubled as nonbusiness organizations such as ber and gifted colleague, Dr. Clara C.
they move from pioneer simplicities schools, hospitals and charitable in Lelievre, who will, we are confident,
into a multiple value array where there stitutions. It is all part of the difficult make an impressive contribution to
are many gradations from white to transition from a young provincial our long dedication to quality.
black.
society into a nation of many view
Implicit in our free enterprise con points.
From the Depression-prompted
cept is the idea that the smartest, most
efficient business management will reforms of the 30s, through revamp
prosper, leaving the less efficient in ings in response to business pressures
discard. Yet our prized free enterprise in the 60s, accountants reworked their
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Peer Review and
Quality Control
An Overview Of The Progress Of The
Accounting Profession Toward Quality
Control Of Services Rendered.

By Mary F. Hall

Formal independent peer review
services are concepts and procedures
that are recognized as vital to quality
control in public accounting practices
for auditing, accounting and review
service engagement.
A basic step in the control of quality
in the manufacturing processes has
long been inspection as evidenced by
those little white slips inside the pro
duct package — “This item was in
spected by No. 7.” And, remembering
those days in military service, who
forgets the white glove inspections or
that Saturday morning command on
the parade ground — “Pass In
Review”.
The factory, the military establish
ment and the accounting discipline are
widely divergent areas of human
effort, yet all are charged with a need
to attain and sustain high levels of
quality products manufactured or ser
vices performed. “Peer review” of one
sort or another is the monitoring
device used to insure quality control
whatever endeavor is undertaken.
For a number of years the American
Institute of Certified Accountants and
later many of the state societies of
4/The Woman CPA

CPAs have offered programs, educa
tive in intent, for voluntary reviews of
accounting practices which benefited
firms requesting reviews by pointing to
areas in need of improvement in audit
ing and reporting. While helpful, the
services rendered were basically
restricted to workpapers and report
reviews and did not address the many
other factors that are imperatives to
quality work.
In December, 1974, the Auditing
Standards Executive Committee of the
AICPA issued their Statement of
Auditing Standards No. 4 entitled
“Quality Control Considerations for a
Firm of Independent Auditors”. The
reason for SAS No. 4 stated in its in
troductory paragraph:
A need has arisen to identify
policies and procedures of a firm
of independent auditors that may
affect the quality of work in its
audit engagements.

The nine elements of quality control
described with examples of policies
and procedures presented as
guidelines for implementation follow:

Independence
Assigning Personnel
to Engagements
Consultation
Supervision
Hiring
Professional Development
Advancement
Acceptance and Continuation
of Clients
Inspection
The recognition of the nine elements
was a necessary step toward quality
control in accounting practices. The
final element — inspection — while
presented as an internal function can
be viewed as a step toward the peer
review programs that are now coming
forth.
In September, 1977, the AICPA res
ponded to approximately three years
of growing expressions of concern by
some members of Congress and the
Securities and Exchange Commission
regarding the accountability of
publicly owned corporations and their
auditors. The concern was focused
upon the manner in which the account
ing profession is regulated and dis
ciplined. The response by the AICPA
took the form of the establishing the
Division of CPA Firms, comprised of
an SEC Practice Section (SECPS) and
a Private Companies Practice Section
(PCPS) to implement a program of
voluntary self-regulation and self-dis
cipline of the profession by establish
ing requirements for practice by mem
ber firms and by creating the authority
to impose sanctions for failures to
comply with such requirements.
Prior to this 1977 action, member
ship in the AICPA was by individual
CPAs only, with no structure to regu
late the activities of CPA firms. The
Firms Division provides the needed
structure for regulating the activities
of its members. The stated objectives
of the Sections are the bases on which
the structures and functions are built.
The first objectives of the two
Sections are similar:

Improve the quality of services
by CPA firms to private companies
(of practice by CPA firms before
the Securities and Exchange Com
mission) through the establishment
of practice requirements for mem
ber firms.
The second objectives of the two
Sections are identical:

Establish and maintain an effec
tive system of self-regulation of
member firms by means of man
datory peer reviews, required
maintenance of appropriate
quality controls, and the imposi
tion of sanctions for failure to meet
membership requirements.

standards and guidelines for perform
ing and reporting on peer reviews and
established the administrative frame
work within which peer reviews are to
be conducted. Ten of the 550 member
firms of the SECPS were reviewed in
1978 and it is estimated that firms that The major focus of all self
audit 88 percent of the SEC registered
regulation by accounting
The third and final objective of companies will be reviewed by the end firms is on peer review.
of 1979.
the PCPS is to:
According to the 1978-79 Annual
Provide a better means for
Report of the Public Oversight Board,
member firms to make known
that entity devoted its first year,
their views on professional mat
among other things, to (a) organizing,
ters, including the establishment of
defining its role and recruiting its staff,
technical standards.
(b) advising on policy matters during
The third and fourth (final) ob the development of the Section's peer
review program, (c) monitoring initial
jectives of the SECPS are to:
peer reviews, and (d) considering the
Enhance the effectiveness of the
reasonable assurance of conforming
question of what action should be
section’s regulatory system
taken by the Section in the event of an with GAAS.
through the monitoring and
Although some of the policies and
alleged or possible audit failure in
evaluation activities of an inde
procedures are at least partially ad
volving one of its member firms.
pendent oversight board composed
ministrative in nature and are interre
of public members.
lated, they do affect the quality of
Private Companies Practice Section
and
audit work. They must, therefore, be
Provide a forum for develop
The PCPS is also governed by an considered, taking into account the
ment of technical information
AICPA appointed twenty-one member size and organizational structure of the
relating to SEC practice.
Executive Committee which carries firm and its philosophy as to the
AICPA
senior status and which is amount of operating autonomy desir
In the two years since the AICPA
assisted
by a fifteen member Peer able for its personnel.
took this significant step toward self
regulation for the accounting profes Review Committee and other commit Independence
tees, sub-committees and task forces as
Independence is the foundation on
sion, much has occurred that may give
considered necessary.
which audit work is built. Therefore,
some indications of the ultimate values
The PCPS Peer Review Committee there should be a written firm policy
to be reaped from its action. As will be
also
established its basic framework stating that firm personnel are re
seen, the major focus of all action is on
the centerpiece of the objectives of for peer reviews and produced a Peer quired to adhere to the independence
Review Manual. The Manual presents rules, regulations, interpretations, and
both Sections — Peer Review.
the Section’s standards for performing rulings of the AICPA, the State CPA
and reporting on peer reviews along Society, the State Board of Accountan
SEC Practice Section
with a statement of the program's ad cy, state statutes and, where appropri
ministrative procedures.
ate, the Securities and Exchange Com
Organizationally, the SECPS has an
During the course of developing mission or other regulatory agencies as
AICPA appointed twenty-one member standards and procedures, peer review applicable.
governing Executive Committee which committee members conducted several
The policy statement should define
has AICPA senior status and which is formal pilot reviews and closely the methods to be used to resolve any
assisted by a fifteen member Peer monitored other reviews conducted questions of independence, specify the
Review Committee and other commit elsewhere. Of its approximately 1,600 procedure to be used to communicate
tees, subcommittees and task forces as members, more than 87 percent have independence policies and procedures
considered necessary. A Public Over no SEC clients, and less than 3 percent to all personnel, and indicate how
sight Board has also been set up con have five or more SEC clients.
representations of independence are to
sisting of five members selected, as re
be
obtained from other accountants
QUALITY CONTROL
quired by the Section's Organizational
who
perform a segment of an audit.
Before examining the peer review
Document, as follows: “from among function in detail, consideration must And, finally, the responsibilities and
prominent individuals of high integrity be given to the previously enumerated procedures for monitoring compliance
and reputation, including, but not nine elements of quality control and with firm independence policy must be
limited to, former public officials, law their specific relationship to the ac defined.
yers, bankers, security industry execu counting practice.
Assigning Personnel to Engagements
tives, educators, economist, and busi
Policies and procedures for assign
As stated in SAS No. 4, complying
ness executives.”
with general accepted auditing stan ing personnel to engagements should
Within its first year of existence, the dards is a basic objective of every firm provide reasonable assurance that
Peer Review Committee established conducting an audit practice and the work will be performed by personnel
the basic framework for peer reviews establishment of adequate policies and with technical training and proficiency
and produced a manual setting forth procedures will provide a firm with sufficient for the job to be done, with
October, 1979/5

Independence is the founda
tion on which audit work is
built.

more experienced personnel assigned
if less direct supervision is contem
plated for the assignment.
Considerations should include the
firm's overall approach to insure that
adequate levels of staff are available
for scheduled engagements. Respon
sibility for assignment of staff to
engagements according to firm criteria
must also be spelled out. Any policy
for partner rotation on engagements
must be defined and approvals for
staffing of engagements should be
identified.
Consultation
Established policies and procedures
for consultation will provide the firm
with reasonable assurance that person
nel will seek assistance, as required,
from persons with sufficient levels of
knowledge, competence, judgement
and authority.
The policies should designate areas
and specialized situations where con
sultation is required and should pro
vide guidance as to appropriate con
sultation sources. The resolution of
difference of opinion among firm per
sonnel and consultants should be con
sidered and documentation of conclu
sions should be provided for.
Supervision
In order to provide reasonable
assurance that work performed meets
the firm’s standards of quality, policies
and procedures for the conduct and
supervision of work at all organiza
tional levels should be established.
The procedures should include provi
sion for review of all engagement
working papers, and reports by ap
propriate supervisory personnel prior
to issuance of the reports.
Hiring
Adequate and effective hiring
6/The Woman CPA

policies and procedures are necessary
to provide reasonable assurance that
hirees possess appropriate charac
teristics to enable them to perform
competently.
The quality of a firm’s work
ultimately rests on the quality of its
personnel — on the integrity, compe
tence, and motivation of those who
perform and supervise the work.
Therefore, a firm should maintain a
program designed to obtain qualified
personnel by planning for personnel
needs, establishing hiring objectives
and setting qualifications for those in
volved in the hiring function.

Professional Development
Once the right people are hired, an
adequate professional development
program is necessary to provide the
firm with reasonable assurance that
personnel will have the knowledge re
quired to enable them to fulfill
assigned responsibilities. Besides for
mal training courses, materials con
taining current professional develop
ments should be provided, steps
should be taken to develop expertise in
specialized areas and industries, and
on-the-job training should be
emphasized.

Advancement
Policies and procedures should in
sure that persons selected for advance
ment possess the requisite character,
intelligence, judgment, and motiva
tion. Practices in personnel advance
ment are important to the quality of
the firm’s work so policies should pro
vide reasonable assurance that those
selected for advancement have the
necessary qualifications to assume
increased responsibilities. Of prime
importance to advancement consid
erations are personnel evaluation
procedures which are guides to the
decision making processes.

Acceptance and Continuance of
Clients
Policies and procedures for evaluat
ing prospective clients are necessary in
order to minimize the likelihood of as
sociation with clients whose manage
ment lacks integrity. Evaluation must
also be made of the firm’s ability to
adequately service the client with par
ticular reference to industry expertise,
size of engagement, and manpower
available to staff the engagement. And
to insure retaining a level of quality
practice, periodic reevaluations must
be made of clients for continuance.

Inspection
In order to provide a firm with
reasonable assurance that procedures
relating to other elements of quality
control are being effectively applied,
policies and procedures must be estab
lished for periodic inspection and
review of files, workpapers, and pro
cedures in the various practice offices.
For members of the AICPA Division
for CPA Firms, procedures would also
make provision for the required trien
nial peer review. Procedures should
include provisions for the reporting of
findings to the appropriate manage
ment levels and for monitoring any
required corrective actions.
PEER REVIEWS
The members of both sections of the
AICPA Division for CPA Firms are
required to submit to peer reviews of
their accounting and auditing prac
tices every three years.
Objectives
The 1978-79 Annual Report of the
Public Oversight Board makes the
following statement with respect to the
objectives of peer review programs:

“The objectives of a peer review
are to determine whether a
reviewed firm’s system of quality
control for its accounting and
auditing practice is appropriately
comprehensive and suitably
designed for the firm, whether its
quality control policies and pro
cedures are adequately docu
mented and communicated to pro
fessional personnel, and whether
they are being complied with so as
to provide the firm with reasonable
assurance of conforming with pro
fessional standards and the mem
bership requirements of the Sec
tion. Such determination is ac
complished by (1), study and
evaluation of a reviewed firm’s
prescribed quality control policies
and procedures; (2) testing for
compliance with such quality con
trol policies and procedures at
each organizational or junctional
level within the firm by inspection
of selected engagement working
paper files and reports and other
documents; and (3) testing for
compliance with other member
ship requirements of the Section. ”

Review Mechanism
As previously noted, each of the
practice sections have their own peer

review committees and each committee
has set up appropriate mechanisms for
the peer review process in the form of a
Peer Review Manual. The manuals
outline membership obligations for the
Sections including continuing profes
sional education and insurance re
quirements and include instructions
and check lists for performing reviews.
Peer review of a PCPS member firm
may be conducted, at the reviewed
firm’s option, by another member firm
selected by it, by a team formed by a
state society or an association of CPA
firms, or by a team organized by the
PCPS or SECPS Peer Review Commit
tee. A peer review of an SECPS mem
ber firm may be conducted, at the
reviewed firm’s option, by another
member firm selected by the reviewed
firm or by a team appointed by the
Peer Review Committee. The SECPS
Peer Review Committee is studying the
possible use of review teams organized
by state societies of CPAs and by asso
ciations of CPA firms.
Quality Control Document
A major undertaking by a firm to be
reviewed is the preparation of its
Quality Control Document which
forms a basis for the peer review team
in testing for compliance with stated
policies. The QC Document will pro
vide background information setting
forth the firm’s objectives, a brief firm
history, a firm organizational chart, a
description of the firm goals and
operating practices and a firm profile
showing the firm personnel and types
of engagements undertaken by the
firm. The heart of the QC Document is
the element by element recitation of
firm policies and procedures for im
plementing the nine elements of prac
tice quality control previously dis
cussed. Cross-references to firm per
sonnel manuals, audit manuals, check
lists and other firm procedural paper
work build the docmentation relevant
to the review for compliance.

The Compliance Review
The QC Document is studied by the
review team prior to the field review to
evaluate whether the quality control
program appears to be adequate and
appropriate for the practice involved.
The field review will include com
pliance tests to see that stated policies
and procedures are being followed.
This will entail examination of such
administrative files as personnel
records, documentation of indepen
dence, and documentation of audit
planning procedures such as personnel
assignments, as well as examination of
selected engagement work papers and
reports issued during the most current
year.
At the conclusion of the review the
review captain discusses the team’s
findings with the firm representatives,
exchanges ideas about any exceptions
raised, and determines whether the re
port to be issued will be qualified or
modified in some way.
After the review report is filed with
the Committee, it becomes public in
formation and the reviewed firm may
publicize the results of the review and,
if it so chooses, distribute copies of the
report to its personnel, its clients and
others. In the event serious shortcom
ings or material weaknesses in a firm’s
system to quality control are dis
covered for which the review team
believes some type of sanction or dis
ciplinary action is appropriate, the
Peer Review Committee will forward
such recommendation to the Section’s
Executive Committee for further
consideration.
Costs To The Member Firms
How much will it cost? This ques
tion is of major concern to participants
and to prospective members of both
sections of the AICPA Division for
Firms.
Basically, dues are nominal — rang
ing from $25 to $100 in the PCPS and
with appropriate gradations based

The heart of the Quality Con
trol Document is the element
by element recitation of firm
policies and procedures for
implementing the nine ele
ments of practice quality
control.

upon size in SECPS. There are certain
requirements for practice liability in
surance, and continuing professional
education standards must be main
tained for all professional personnel.
But these requirements impose no real
added cost burden beyond present
obligations.
The Peer Review is the major ex
pense for members of the Division for
CPA firms. After the conduct of
several pilot reviews, the AICPA has
set hourly rates to be paid to reviewers
in the SECPS based upon the number
of professionals in the reviewed firm:
Comparable rates for PCPS are team
captains — $45 per hour and team
members — $35 per hour. All
reviewed firms pay reviewers’ ex
penses and the AICPA 10 percent
surcharge based on fees. Thus far,
neither section has had enough Peer
Review experience to set any definitive
guidelines for actual costs. However
two separate sources, reporting on
reviews of two small firms with a
dozen professionals each, quote fees
ranging from $2,150 to $2,790, both
fees including travel expenses and the
AICPA 10 percent surcharge. Bearing
in mind that a peer review is required

HOURLY RATES FOR SECPS REVIEWERS

Under 10
Partner rate
Manager rate

$40
$35

Number of Professionals
10-49
50-499
$50
$40

Over 500

$60

$90

$50

$65
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only once every three years, the annual
review cost appears to be reasonable.
The real unknown at this point is the
cost to a firm for its own personnel’s
time required to formalize a quality
control program, prepare the quality
control document and assist the
reviewing team.
Public Reaction
Since the formation of the AICPA
Division for CPA Firms in 1977 was
basically in response to criticism of the
profession by members of Congress
and the Securities and Exchange Com
mission, it is appropriate to consider
how the critics evaluate progress made
thus far in self-discipline and self
regulations by the profession.
In its second annual report to Con
gress in July of this year on the ac
counting profession, the SEC generally
supported the profession’s recent
efforts at self-regulation. The SEC re
port, “The Accounting Profession and
the Commission’s Oversight Role”,
carefully concludes that “nothing has
happened in the past year which is in
consistent with the Commission’s con
tinued support of the profession’s pro
gram.” And. in view of the progress
made, “the Commission is not recom
mending, at this time, legislation to
supersede or control the regulation of
accountants.”
At a hearing of the Senate Subcom
mittee on Government Efficiency on
the oversight of the accounting profes
sion on August 1 and 2, 1979, Com
mittee Chairman Thomas F. Eagleton,
in his opening remarks, raised the
issues of independence — in face and
in appearance — and the apparent
dominance of the profession by the big
eight firms. In his role as a witness
before the Committee, Harold M.
Williams, Chairman, SEC, defended
the profession's efforts at self-regula
tion indicating that, although not com
pletely satisfied with progress made,
nothing has happened in the past year
which is inconsistent with the Commis
sion’s continued support of the profes
sion’s program.
Cost/Benefit Considerations
Aside from consideration of benefits
to the profession generally, the
benefits to the individual firms should
also be reviewed. As previously dis
cussed, although costs have not been
precisely pinpointed, it appears that
amounts involved will not be burden
some to firms.

The benefits, on the other hand, can
be considerable, both in improved
quality of services to clients and in im
proved profitability to the practice
unit. Based upon experiences and dis
cussions with other practitioners, it
becomes clear that the exercise of pre
paring the Quality Control Document
has the effect of forcing formulation or
formalization of firm-wide policy with
respect to certain of the nine elements
of quality control not previously docu
mented. The benefits of a Peer Review
covering administrative as well as
technical aspects of a practice are also
apparent.
In the two years since the AICPA
Division for CPA Firms was estab
lished, the profession has been very
busy. The progress it makes in the next
two to three year period will indicate
the ability of the profession to sell the
advocates of government regulation on
the merits independent peer review
concepts and procedures as the prefer
red method of insuring quality ac
counting services.
■

Mary F. Hall, CPA, is a partner with. Clark,
Schaefer, Hackett & Co. She is a member of
the Ohio Society of CPAs, AICPA, NAA,
AWSCPA and the Cincinnati Chapter of
ASWA. She has served in various state level
positions with the Ohio Society of CPAs, and
as national president of AWSCPA
(1962-63). She was editor of The Woman
CPA from 1967 to 1969.

Accounting
Orthodoxy:
Standards From
The Private Sector
The Accounting Profession Has Matured
Enough To Be Its Own Keeper

By Thomas A. Maddox

It is not empty patriotic rhetoric to suggest that it is generally preferable
to permit citizens and groups of citizens to solve their own problems to the
extent they can; to afford them the opportunity to respond to public de
mands and concerns; and to seek their own solutions with as little govern
mental intervention as possible. This traditional belief has been repeatedly
reinforced and reexpressed in recent times.1

Accountants these days may feel like
Charlie Brown who, in the song about
him as the class clown, laments, “Why
is everybody always picking on me?”
Truly accountants have been the whip
ping boys of the Seventies taking the
blame for a variety of things from
coporate failures to social ills. The
reasons for public criticism of account
ants are as varied as the motivations of
the different groups clamoring for
more federal government control over
seemingly every aspect of American
life. Two explanations offered most
often are the fantastic corporate
failures of the decade (most notably
Penn Central and Equity Funding),
and the disclosures of illegal corporate
compaign contributions, bribes and

kickbacks. Regardless of their motiva
tion, the critics have hastened the re
appraisal of the role of the accountant,
the rules by which s(he) is guided, and
the process by which those rules are
developed.
The accounting profession has not
been blind to this need for re-evalu
ation, but has been somewhat dilatory
in its efforts at completing the job. For
instance, the commission organized to
study the responsibilities of auditors
(the Cohen Commission) issued its
final report early in 1978, nearly four
years after the commission was
formed. Undoubtedly, the report
would have been issued even later if
the Metcalf Committee’s Staff Study,
“The Accounting Establishment,” had

not speeded up the commission's work.
A current project of the profession is
the conceptual framework of account
ing standards, or as Forbes noted,
“sort of an accounting constitution.”2
Unfortunately, this topic has been cur
rent for more than one decade and in
cludes the issuance in 1970 of Account
ing Principles Board Statement No. 4,
“Basic Concepts and Accounting Prin
ciples Underlying Financial State
ments of Business Enterprises.” The
relative infancy of accounting as a pro
fession and the dynamic nature of busi
ness are responsible for this seemingly
reversed approach to setting stand
ards, i.e., setting standards without
broad objectives. Accountants were
required by business exigencies to “ac
count” for innovative or unique trans
actions without time for a study of any
economic or social aspects of the trans
actions. One study commissioned by
the profession recognized the inherent
dangers of operating without an over
all plan. The fear expressed was that
the development of standards may be
based on the operating needs of certain
industries rather than on the needs of
those who use the information to make
economic decisions.3
Who Shall Set Accounting
Principles?
The issue most critical not only to
the accounting profession, but to all
businessmen as well, is “Who shall set
accounting standards: the public or
private sectors? Indeed the issue may
concern the independent accountant
the least. This is the opinion of John
Beigler, senior partner of Price
Waterhouse. In a speech before The
Economic Club of Detroit, he indi
cated that his opposition to govern
ment standard-setting was not due to
self-serving reasons. To the contrary,
he says that “firms like mine can audit
to whatever standards prevail.” and he
is certain that standards set by govern
ment would increase the complexity of
auditing to the extent that the demand
for accounting and legal services
would increase.4
Federal Standards Recommended
The question of standard setting was
addressed forcefully by the Metcalf
Committee Study previously men
tioned. A specific recommendation of
the study was that the “Federal
Government should directly establish
financial accounting standards for
publicly-owned corporations.”5 The
study severely criticized the Securities
and Exchange Commission for
October, 1979/9

A federal standard setting
board would not be insulated
from pressure by Congress.*

delegating its authorized standard-setting powers to the private sector and
urged congress to “exercise stronger
oversight of accounting practices pro
mulgated by Federal agencies.”6 The
issue of private or public standards has
been kicked around for over half a
century beginning as early as 1914
when the Federal Trade Commission
indicated intent to establish uniform
accounting systems.7 Standard-setting
has remained in the private sector, but
it is certain that the effort to shift the
work to the public sector is gaining
momentum.
One basic argument against the pro
mulgation of accounting standards by
the public sector is that considerations
by those charged with responsibilities
to the public are inherently political. A
federal board set up to issue standards
regardless of its organization, compen
sation, or selection would not be insu
lated from the pressure of Congress
acting on behalf of some special group.
It should be noted that two weaknesses
of the present system alleged by the
Metcalf Staff Study are 1) The stand
ards are promulgated in response to
large corporate interests (as lobbied by
the large accounting firms), and 2)
current standards provide considera
ble discretion allowing the manipula
tion of financial results. The latter
point seemingly implies that some
where the “true” accounting standards
exist; diligent and objective research
would discover these truths that the
accounting profession has obscured
due to their own self-interests.
Politics In Accounting
If the past be prologue then one only
has to review the action of Congress to
see the results of the “politics” of ac
counting principles. Two controversies
10/The Woman CPA

are available for analysis: accounting
for the investment credit and oil and
gas exploration costs. In 1971, the Ac
counting Principles Board (pre
decessor to the Financial Accounting
Standards Board) stated in its opinions
that the investment tax credit should
be amortized over the life of the asset
which gave rise to the credit. This
position was based on sound account
ing theory. Congress, however, saw
that this treatment would lessen the
impact the credit would have on cor
porate earnings. It passed a law
prohibiting auditors from prescribing
any particular accounting treatment of
the credit. Thus, most companies chose
to flow the entire credit for a year
through earnings all at once. Congress’
primary concern in allowing the credit
was to stimulate the economy, a con
cern which spilled over to setting ac
counting standards.
Oil And Gas Accounting
The second controversy was offi
cially closed last year when the
Securities and Exchange Commission
ruled on accounting for oil and gas ex
ploration costs, yet undertones of
debate still rumble. The original
standard was set by the Financial Ac
counting Standards Board in Decem
ber, 1977, with Statement No. 19
which mandated uniform accounting
for oil and gas ventures, namely, ex
pensing most unsuccessful exploration
costs at once. An alternative method
previously available had permitted
amortization of unsuccessful costs
over the productive life of other suc
cessful wells. The difference in the
effect of the two methods on earnings
is obvious. Suffice it to say that small
oil company earnings reported under
FASB requirements would rise and fall
with the budgeted exploration plans,
giving those companies roller coaster
earnings records. Large oil companies
are not so vulnerable to the roller
coaster effect.
Immediately the lobbying of small
oil and gas producers impinged upon
Congress, who in turn pressured the
Securities and Exchange Commission.
The argument offered by the small
companies centered on the effect the
FASB ruling would have on their in
come statements, with erratic earnings
year to year seriously impairing their
ability to raise capital for future ex
plorations. Their plea came at a time
when energy source exploration was
becoming a grave concern to Congress.
On August 31, 1978, the SEC issued

Accounting Series Release (ASR) No.
253 “Adoption of Requirements for
Financial Accounting and Reporting
Practices for Oil and Gas Producing
Activities.” which in effect rejected
FASB Statement No. 19 by permitting
either full cost, or successful efforts,
accounting (although endorsing
neither) and proposing development of
an accounting method based on valu
ation of proved oil and gas reserves. In
December, 1978, the SEC issued ASR
No. 257 and ASR No. 258, both related
to the problems of oil and gas account
ing and both reaffirming its conclu
sions in the earlier ASR No. 253. The
FASB then suspended certain require
ments of the controversial Statement
No. 19. Congress, in its concern over
the economic consequences of an ac
counting policy, had effectively pres
sured the SEC to overrule what was
though by many to be a conscientious
effort toward a uniform accounting
standard.
Regardless of the merits of the posi
tions taken by the two private bodies,
the APB and the FASB, one thing re
mains clear: the public sector is suscep
tible to pressure groups and bias.
Standards set by the public sector
would not assure any great degree of
uniformity. Just as the objectives of
federal tax policy are shifting from
raising revenue to achieving social and
economic goals, the objectives of a
public body in setting accounting
standards may shift from avoiding pri
vate interest pressure and providing
uniformity to achieving similar eco
nomic and social goals.
Cost Accounting Standards Board
The Metcalf Staff Study mentions
the Cost Accounting Standards Board
as evidence of an efficiently operating
public standard-setting body. This
may seem persuasive until one ex
amines the scope of the standards
issued by the CASB as compared with
the scope of FASB standards. The
CASB was established to assure
uniform cost accounting for companies
working under government contracts,
primarily defense contracts. The
standards issued by the CASB affect
the internal accounting for costs and,
while there may be some effect on the
company’s publicly reported financial
position, such effect would probably
be minimal. In other words, the effect
on earnings of a standard issued by the
CASB would not be of sufficient mag
nitude to influence an investor or po
tential investor.

Another aspect of CASB standards than the present and recent past stan
is the limited number of companies dard-setting bodies. The profession
which are required to follow them. has asked for time; time to allow a
When the CASB was first proposed, private citizen group to seek its own
the accounting profession showed little solution.
concern since only government con
There is always the opportunity for
tractors would be affected. Since its a legislative initiative. Perhaps the
formation, however, the CASB’s role ultimate argument for permitting the
was broadened. Other government accounting profession to carry out the
agencies stated that all companies from changes being adopted and imple
which services are contracted would mented is that if these are insufficient,
also have to comply with the stand that will quickly become apparent.
ards. Even with an expanded role, the Congress can then act in the light of
CASB standards reach an increasing this experience.11
■
number of companies but have only
minimal external effect on financial
results. The two bodies, the FASB and
NOTES
the CASB, are not comparable.
An analogy can be drawn from a
1American Institute of Certified Public Ac
championship poker game. Some of the countants. Report of Progress. The Institute Acts
decisions to be made before the game on Recommendations for Improvements in the
begins are the cards and chips to be Profession. (New York: American Institute of
used, the ante, and the maximum raise CPA’s, 1978), p. 17.
2“Why Everybody’s Jumping on the Accoun
to be allowed. Clearly the cards and tants These Days,” Forbes March 15, 1977, p.
the chips have little to do with the 38.
3American Institute of Certified Public Ac
amount of a gambler’s possible win
nings or losses or how he will play the countants. Report of the Study Group on the Ob
of Financial Statements. (New York:
game. The ante and the raise, however, jectives
American Institute of CPA's, 1973), p. 9.
determine how long most gamblers
4“Who Shall Set Accounting Standards?”
stay in the game; decisions as to these Speech before The Detroit Economic Club,
amounts affect how the game will be February 22, 1977. (New York: Price
played. The CASB standards have re Waterhouse and Co., 1977), p. 3.
5U.S. Congress. Senate, The Accounting Estab
latively little impact in the financial lishment, S. Doc. 95-34, 95th Cong., 1 st Session,
statements issued. The FASB stand 1977, pp. 22-24.
6Ibid.
ards, on the other hand, determine
7Joshua Ronen and Michael Schiff. “The Set
how the game is played.
Conclusion

The accounting profession is res
ponding to its critics and is setting its
house in order. The major areas which
have drawn the most criticism are
being addressed by special groups or
by the FASB, i.e., auditors’ respon
sibilities (including fraud and illegal
payments), objectives of financial state
ments and financial reporting, and the
independence and objectivity of the
standard-setting body. A recent survey
of parties concerned with the prepara
tion and interpretation of issued finan
cial statements shows them to clearly
prefer that financial accounting re
porting standards be set within the pri
vate sector.9 Harold M. Williams,
chairman of the SEC, believes that the
private sector should set accounting
standards.10 In spite of the notorious
cases of irresponsible financial report
ing and disclosure, the present system
of private standard-setting has served
the financial markets well. The evi
dence suggests that the public sector
may be more susceptible to influence
peddling and public interest groups

ting of Financial and Accounting Standards —
Private or Public?” The Journal of Accountancy
145 (March 1978): 66.
8The SEC has stated that the pronouncements
of the FASB constitute “generally accepted ac
counting principles.” This “delegation” of
authority is what the Metcalf Study Criticized.
The SEC has the power to require other ac
counting procedures.
9Ronen and Schiff, p. 69.
10“Williams urges independence at con
ference of SEC developments.” The Journal of
Accountancy 145 (February 1978): 24.
11Report of progress, p. 17.
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Accounting Heresy:
The Sec As Standard
Setting Body
Irrational Fears Of Government
Take-over Are Concealing Some
Of The Advantages

By Ronald L. Madison and William J. Radig

Accountants, financial analysts,
businessmen, those from academia,
and representatives from various
governmental bodies have been debat
ing whether the setting of accounting
standards should be moved from the
private to the public sector. This is an
important question to all concerned,
because in talking about standards, we
are including not only rules and
regulations but, to some extent, postu
lates, concepts and the entire area of
accounting theory. This broad view is
taken because all of the foregoing
terms are only vaguely defined and
have different meanings to different
groups. In the final analysis, the group
or individual that has authority over
standard setting has the power to
define terms such as “general accept
ance” and “substantial authoritative
support” and exercises great, if not
overpowering, influence over all of
accounting theory.
The purpose of this article is to dis
pel some of the fear readers may have
over governmental control of the
standard setting function and to pre
sent the Securities and Exchange Com
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mission (SEC) as a body that could
logically perform this function most
efficiently in the best interest of the
general public. Despite conclusions
reached in the report entitled, “The
Accounting Establishment”, by the
Metcalf staff, it appears the SEC is the
logical arm of the government to have
authority over accounting standards.
In this staff report, it was suggested
that some other governmental agency
assume the standard setting role
because the SEC had been too close to
accountants and business leaders.1 We
feel this objection would be overcome
by the awareness of newly exercised
power, prestige and responsibility if
the SEC were given the task. Ob
viously, the SEC is aware of Congres
sional feeling in this area. The SEC
already has a well established report
ing, control and informational net
work. It would seem logical that this
avenue would be most efficient. As
pointed out in the Metcalf Subcommit
tee Report, the SEC stated that it
already has Congressional authority
under the Securities Act of 1933 and
the Securities Exchange Act of 1934 to

do the following:
a) Set accounting and auditing
standards
b) Require public accounting
firms to register with the SEC
and to publish financial state
ments
c) Discipline Certified Public
Accountants (CPAs)
d) Use subpoena power to obtain
records of CPAs and their
clients
e) Order divestiture of the Man
agement Advisory Services
(MAS) portion of the CPA’s
business
f) Promulgate standards of inde
pendence for CVAs
g) Require audit committees for
public companies
h) Assure that the auditor’s re
port clearly informs the public
of deficiencies and uncertain
ties and require disclosure of
the effects of alternative ac
counting standards in corpor
ate financial statements.2
With the above organizational system
presently available, it would appear
reasonable that the SEC would be the
proper arm of the government to set
standards, should we decide to move
in the direction of public sector con
trol. In the private sector, the Finan
cial Accounting Standards Board
(FASB) seems the logical organization
with which to make comparisons due
to their current position of authority
and esteem in the accounting profes
sion and business world.
Consider the most prominent argu
ments against the SEC. If we can refute
or minimize the significance of these
arguments, we may dispel some of the
irrational fear that various groups ex
hibit when responding to the sugges
tion of governmental intervention in
the private sector.
The SEC Would be Inflexible to
Changing Needs of Business, Inves
tors and the Accountant
This criticism is not unique to the
SEC as it has been used by some CPAs
in showing their displeasure with the
FASB and the American Institute of
Certified Public Accountants (AIC
PA). The argument of inflexibility is
advanced by CPAs practicing in
dividually or with small-to-mediumsize firms. Such complaints were heard
at the 1977 AICPA annual conven
tion, various American Accounting
(AAA) meetings and at meetings of the
West Virginia Society of Certified

Public Accountants. While this does
not refute the argument against the
SEC, it docs suggest that we would not
be at any greater disadvantage under
SEC authority, relative to our present
position under private (AICPA,
FASB) sector control.
Let us consider the history of the
SEC’s relationship with the private
sector. As previously stated, the SEC
has had broad substantial statutory
power for over forty years. However,
it has generally exercised restraint and
has been flexible over this long period
in working with business and the ac
counting profession in allowing the
private sector to work out numerous
problems and establish accounting
standards. It is true the SEC has ex
erted pressure on these groups upon
occasion, but this is to be expected
considering their broad charge by
Congress. Most CPAs and business
men will admit the SEC has used its
veto power sparingly. Most informed
individuals give the SEC good marks
for having a sophisticated, dedicated
leadership and they concede that rules
and regulations reflect, for the most
part, input from the private sector. In
fact, a recent study by Joshua Ronen
and Michael Schiff disclosed that the
SEC received its highest marks in the
areas of expertise and competence and
this was from all survey groups.3
The SEC Would Cost More
The FASB has an annual budget of
approximately $5 million dollars,
more than half of which is consumed in
salaries and employment costs.4 We
can find no specific dollar studies that
attempt to prove that an SEC opera
tion would be more costly. In fact, it
would seem that the SEC could per
form FASB functions within the same
employee and dollar cost framework
now in existence. Effectively, the total
cost incurred would remain in the pri
vate sector. Taxpayers would have to
support an increased SEC budget.
However, under present FASB fund
ing methods, the funds provided by the
large CPA firms, by corporations and
other interest groups, are ultimately
recovered through higher fees and in
creased product prices that are
ultimately the burden of the general
taxpaying public.
Certain FASB costs might be
reduced under the SEC. One example
is that the $100,000 annual salaries of
Board members are above government
maximums. Others costs, such as
leased space or equipment, may be

reduced through elimination of the
present dual FASB/SEC areas of
responsibility.
Past Dissatisfaction With Govern
ment Regulation
Critics point to the operations of
such governmental agencies as the In
terstate Commerce Commission (ICC)
and the Federal Power Commission
(FPC), noting their bureaucratic mess,
characterized by occasional scandal
and endless red tape. As previously
discussed, the SEC has historically not
been this kind of agency. Therefore,
it should not be classed with the other
governmental types such as the
ICC and FPC. There is some prece
dent for the type of reasoning which
permits the exclusion of certain agen
cies from the overall stigma of ineffi
ciency attached to governmental units.
Similar to the SEC, the Internal
Revenue Service (IRS) is another
agency which commands respect. The
IRS has received criticism from CPAs,
business and others over the years, but
not to the extent of that aimed at the
ICC, FPC and some others. While the
tax laws and the regulations are com
plex and subject to interpretation,
many people feel that the IRS does a
good job in administration and
enforcement, considering the vast ar
ray of taxpayers and IRS importance
in meeting the revenue needs of the en
tire country. CPAs have learned to
adapt and work well with the IRS, with
a minimum of friction. So far as the en
tire regulation aspect is concerned,
some accountants, notably those in the
academic world, are dissatisfied with
the present regulation by the FASB. It
may be appropriate to concede that the
complex needs of our society today
call for more government regulation
than in the past.
Self-Regulation of the Profession
Will be Sufficient
This argument simply defies reality.
Not that the accounting profession has
not endorsed and applied self-regula
tion in the past; it has simply not done
it well or on a timely basis. Earlier
gains in credibility based on the ab
sence of friction, trouble and lawsuits,
from both within and from outside the
profession as well as the level of public
esteem, have been wiped out by the
well publicized excesses, lapses and
other events of the recent past. As a
result there were a number of recom
mendations in the Metcalf Subcommit
tee Report, such as:

It may be appropriate to
concede that the complex
needs of our society call for
more government regulation
than in the past.

a) A quality review program for
CPAs
b) More openness by the FASB
c) Segregation of the profession
into those groups having SEC
clients and others.5
The accounting profession has reacted
to the above and to other such recom
mendations, but only after prodding
and the ever present fear of SEC
takeover. The Chairman of the Struc
ture Committee of the Financial Ac
counting Foundation reported that his
Committee had made certain recom
mendations to the FASB, which that
body has agreed to adopt. They are as
follows:
a) Future discussion memoranda
will have a “businessman’s
summary” in plain language
b) The FASB will hold more open
meetings
c) The veto pressure of CPAs will
be removed; no member of the
FASB need be a CPA
d) There will be FASB study in
the area of friction among
academic, industrial accoun
tants and public accountants.6
There have been other well publicized
reforms such as the quality control
program of the AICPA and greater
emphasis on required continuing
education for CPAs. Sadly, these much
needed reforms are a reaction of the
profession to what is considered a
threat of government takeover. If ac
countants had really been concerned,
these reforms could have been volun
tarily introduced over the past 40
years as the actions of a deeply con
cerned profession.
We Have Too Much Government—
Nobody Wants any More
In the Ronen/Schiff survey men
tioned earlier attention was drawn to
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Specific Advantages

A new order need not stifle
creative thought, or prohibit
the development of new or
more sophisticated theories.

favorable SEC comments; however,
the survey results showed far more res
pondents favor keeping the standard
setting in the private sector. It must be
noted that private sector favoritism
declined as the survey moved from
CPAs to lawyers and those classed as
financial reporters. One can obviously
understand the bias of the CPAs. In a
recent article, former SEC Commis
sioner A. A. Sommer. Jr. said the in
creasingly predominant American
public opinion looks for a reduction in
government regulation.8 This is such a
sweeping statement that one can doubt
its validity. If we can judge American
public opinion, we will find the public
wants government regulation in pen
sion planning, occupational safety,
health research and a host of other
areas. The public reporting of finan
cial data of major businesses has an im
pact on securities markets, public and
business confidence and expectations,
and the entire economy as a whole.
SEC Regulation Means Loss of
“Liberty”
Obviously here is an irrational argu
ment that tries to evoke visions of
Patrick Henry, Nathan Hale and the
colonial fight for freedom. However, it
is mentioned because it has been
known to arise in heated discussions at
professional meetings. The point is
stressed that as our society evolved
from colonial days to its present com
plex form of natural and business rela
tionships. we have had to accept the
idea that the federal government is
best suited to handle national defense,
many public health and safety pro
grams and various other matters that
used to be our individual concern.
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The SEC Would be More Independent
Willingham and Carmichael refer to
independence as, . . the hallmark of
the auditing profession.”9 Mautz and
Sharaf devote a full chapter of their
book to independence, noting that the
appearance of independence is as im
portant as independence in fact.10 In
dependence is a prime concern of not
only the accounting practitioner, but
of the FASB as well. It is considered
vital that the standard setting body be
considered independent if the finan
cial community, government, or
general public are to have a high level
of confidence in it. The FASB has been
criticized from the beginning in this
respect since it is dependent for fund
ing primarily on the large CPA firms
and on large corporations. The FASB
may well be independent in fact but
fails the test when it comes to the ap
pearance of independence. The dilem
ma of the profession and the FASB is
obvious; no alternate source of fund
ing has been found. Many spokesmen
for large CPA firms have said they
would like to reduce their contribu
tions but have been unable to do so
since no alternate source seems to be
available. With the SEC, this problem
would be resolved since funding would
be from general tax revenues.
SEC Would Offer Greater
Acceptability
Under the SEC, new meaning would
be given to generally accepted ac
counting principles (GAAP) and
generally accepted auditing standards
(GAAS). Particularly as regards
GAAP, these principles are only
vaguely defined and are of such a
variety that “substantial authoritative
support” can be claimed by so many
that the term loses its meaning. Under
current reporting practices, only
GAAP as stated by the FASB (and its
private sector predecessor, i.e., APB,
CAP) are acceptable without dis
closure by the independent account
ant; a procedure vehemently opposed
by academicians and some others.
The SEC could be expected to act in
a definitive manner, but it should not
be expected to act in haste. In a re
latively short time there should be an
orderly listing of GAAP, GAAS and
accounting rules, procedures and
methods. Some flexibility in choice of
procedures may be anticipated but not
to the extent of current practice. All of
these changes would add com

parability and would give greater
meaning to the principle of full dis
closure. With the force of law behind
it, the SEC would bring order to a pro
fession that has seemed to be confused
and subject to so many outside pres
sures in its choice of principles and
procedures. The new order need not
stifle creative thought or prohibit the
development of new or more sophisti
cated theories; research and writing
would still go on and the SEC could
change the law in response to profes
sional need.
A committee of the American Ac
counting Association (AAA) chaired
by Yuji Ijiri recently reported that sev
eral pronouncements of the FASB
which were most controversial were
issued with minimal referral to re
liance upon available research.11
The SEC would also be able to do
more for the establishment of interna
tional accounting standards. As a
governmental agency with the neces
sary legal enforcement powers, it
would carry more weight on the inter
national scene than either the AICPA
or FASB. It should be noted that the
accounting standards and procedures
in many countries are under the con
trol of the central government.
Another point to consider in this dis
cussion of expanded SEC influence is
the present limit of SEC power to those
companies required to register with
the commission, primarily the larger
public corporations. The list of com
panies has been expanding in the past
several years as the SEC has spread its
influence. It would be a simple matter
for the Congress to extend SEC
jurisdiction to virtually every business
entity in the country. Even if this were
not done, the fact that the SEC would
be setting the rules under which the
larger businesses operate would result,
in the long run, in the smaller units
also adopting these rules as has hap
pened in similar government moves in
France.12 It would not seem very logi
cal to have differing sets of GAAP or
procedures. One could even envision
the SEC moving into areas other than
business reporting; for example, the
not-for-profit entities. The accounting
profession might well regain its lost
public esteem and grow in stature with
the leadership provided by the SEC.
SEC Could Aid CPAs in Lawsuits
By setting a rather definitive list of
standards and procedures within
which business reporting would take
place, the SEC would give public ac

countants a stronger foundation for fi
nancial statements and opinions
thereon. By exercising the power it
already has in the area of overseeing
quality control in CPA firms and exer
cising prompt and firm punitive
measures against those who do not
measure up to professional standards,
the SEC, should be able to weed out
the inept and aid in the development of
more knowledgeable, more sophisti
cated professional firms. The fore
going should have the effect of reduc
ing or eliminating “nuisance lawsuits”
and give the CPA a stronger defense
than in the past. John C. Burton,
former Chief Accountant of the SEC,
takes one step further in suggesting the
possibility of limiting recovery against
the accountant to ten times the fee
received from the client; he was,
however, not suggesting the SEC set
this limit.13 In a rebuttal argument A.
A. Sommer, Jr., says Dr. Burton’s ob
jective, “. . . has the appearance of a
piece of peppermint candy extended to
the profession . . .”14 Mr. Sommer says
no damages may now be assessed
against an auditor for misconduct not
involving intent to deceive, based on
Hochfelder v. Ernst & Ernst.15
However, he goes on to point out that,
‘. . . The American Law Institute
Federal Securities Code, which is due
to be presented to Congress this year
or next year, contains a limitation on
damages that would remove a good
deal of the terror which civil litigation
presently holds for auditors . . .”16 It
appears that we are moving steadily in
the direction of some form of limited
professional liability.
The Change To The SEC Would
Hardly Be Noticed
If the irrational “loss of liberty”
argument is dismissed, the advantages
discussed so far appear to be clear. We
also feel that we have successfully
argued against the disadvantages of
“myths”, or perhaps “terror” of an
SEC assumption of standard setting
power. One more argument can be
considered that may dispel the profes
sion’s doubt. While there can be no
quarrel with the definition of the
FASB as a private organization, it
should be recognized that it functions
much the same as a governmental
agency or, at least, a quasi-governmen
tal unit. The FASB receives input from
the SEC and in many cases is subject to
the veto power of the SEC. The
FASB’s “Statement of Financial Ac
counting Standards No. 16” (prior

period adjustments) is an example of
SEC pressure. An example of the veto
power of the SEC was the 1964 SEC
position on accounting for the invest
ment tax credit. In this case, the SEC
sanctioned an accounting treatment
previously unacceptable to the FASB’s
predecessor, the Accounting Princi
ples Board (APB); in the end the APB
reversed its position to accomodate the
SEC. FASB Statement No. 19, a com
prehensive pronoucement dealing with
the oil and gas industry, was simply
overridden by the SEC when it
developed its Reserve Recognition Ac
counting (RRA). In summary one must
wonder if there has ever really been (at
least since the 1930’s) private sector
control over accounting and reporting
standards. One must also wonder if
functioning under a true governmental
agency like the SEC would really in
volve any severe problems in adapting
to the change to governmental control.

Conclusion
Regulation of the accounting profes
sion by the SEC would lend govern
mental prestige to financial report ng
and accounting theory, standards nd
procedures. The perceived independ
ence of the SEC and its exercise of
regulatory power in the area of defini
tion and disclosure would be welcome
changes to users of accounting infor
mation. Investors and analysts would
benefit from greater comparability,
consistency and the greater disclosure
for which they have long argued. CPAs
would regain public confidence and
possibly see a greater extension of
their attest function as SEC influence
grows; in addition, the implication of
some form of limited liability should
lift the spirits of the profession. The
business community as a whole would
benefit from increased public and in
vestor confidence in business reporting
which might well result in more confi
dent and more efficient securities
markets.
■
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Industry Accounting
Standards In Today's
Financial Reporting
Environment
A Mosaic By Many Artisans

By Ralph B. Tower

Dramatic changes have occurred
during the past fifteen years in the
scope and content of professional ac
counting standards. Writers have
devoted considerable attention to the
growth in general reporting require
ments. Virtually unnoticed, however,
has been the rapid expansion in the
number of industry-related standards.
Today they greatly influence financial
reporting in many segments of the
economy.
Industry accounting standards
represent only one of several bases of
reporting presently in use. Each of
them has significant support within the
business community. Therefore, an im
portant consideration in this discus
sion will be the relationship of industry
accounting standards to other types of
reporting. The purpose of this article is
(1) to review the various accounting
bases now in use, (2) to analyze the
authoritative support accorded each of
them. (3) to explore efforts to improve
the effectiveness of professionally sup
ported standards, and (4) to discuss
the future role of such standards.
Bases of Accounting
Specialized industry reporting prac
tices have come from four sources: (a)
state and federal regulatory agencies,
16/The Woman CPA

(b) trade associations, (c) academics
and practitioners, and (d) professional
accounting bodies. The objectives
served by these different accounting
bases are not always the same. As a
result, more than one of them may be
in use in a single industry. The stan
dards supported by the accounting
profession are recent in origin and
have often superseded the other bases
of accounting. Acceptance of the new
standards has generally been good,
although resistance still remains in
some industries.
Regulatory Agencies
Regulatory agencies were the first
group to develop industry accounting
practices. They have been employed to
monitor financial activities and to
develop equitable charges for products
and services. Although state involve
ment in regulatory accounting began
about 1850, most reporting require
ments originated during the period
1900 — 1940. Banking, insurance,
transportation, public utilities, and
local governmental units have been the
industries most frequently subject to
control.
Federal participation in regulatory
accounting started in 1906 with the
passage of the Interstate Commerce

Act. This law, among other things,
provides for uniform reporting prac
tices by the nation's railroads and
steamships. In 1929 the ICC expanded
its jurisdiction to motor carriers.
Other federal agencies which have
received regulatory powers include the
Civil Aeronautics Board (1926), the
Federal Communications Commission
(1929), the Securities and Exchange
Commission (1934 and 1940), the
Federal Power Commission (1935),
and the Social Security Administration
(1964) [Chatov, 1975]. A listing of
some of the better known state and
federal regulatory accounting manuals
is presented in Table 1.
The ability of state and federal
regulations to provide meaningful fi
nancial reporting standards has long
been questioned. Often the require
ments have become archaic and self —
serving [Coleman, 1970]. One notable
exception to this generalization has
been the Securities and Exchange
Commission. Its industry-related ac
counting series releases and its report
ing requirements for brokerage houses
and regulated investment companies
have commonly been accepted without
severe or extended criticism. The
reason for the SEC’s success, however,
has been its willingness to encourage
accountants and members of the indus
try to make their own changes in
accounting standards, rather than to
initiate such changes itself.
Trade Associations
Trade associations have exerted
considerable influence over regulatory
reporting requirements. Thus the role
of such groups in establishing industry
reporting practices parallels, to some
degree, the development of regulatory
accounting. Trade associations have
also acted independently, providing
books and manuals on accounting to
their membership. Much of this work
occurred during the period 1920 — 65
when the need for financial informa
tion was expanding rapidly and con
cern over the appropriateness of in
dustry reporting practices was limited.
Table 2 gives some examples of indus
try sponsored publications.
In recent times pronouncements of
the American Institute of Certified
Public Accountants, and the Financial
Accounting Standards Board have
achieved wide public acceptance and
have reduced considerably the
reliance on industry-based publica
tions. Such reporting practices con
tinue in use today but mainly in lines of

Table 1

STATE AND FEDERAL REGULATORY ACCOUNTING PUBLICATIONS
Industry

Name of Publication

Airlines
Electric Utilities
Gas Utilities

Life Insurance
Companies
Motor Carriers

Railroads

Natural Gas

Regulated Investment
Companies

Uniform System of Accounts
Uniform System of Accounts
for Class A and B Electric
Utilities
Uniform System of Accounts
for Class A and B Gas
Utilities
Convention Statement

System of Accounts for
Class I and II Contract
Motor Carriers
Uniform System of Accounts
for Railroads
Accounts and Reports for
Natural Gas Companies
Rule 31 a-1 of the
Investment Act of 1940

Regulatory Body
Civil Aeronautics Board
National Association of
Regulatory Utility
Commissioners
National Association
of Regulatory Utility
Commissioners
National Association
of Insurance
Commissioners
Interstate Commerce
Commission

Interstate Commerce
Commission
Federal Power
Commission
Securities and
Exchange Commission

Table 2

INDUSTRY SPONSORED ACCOUNTING PUBLICATIONS
Industry
Advertising Agencies

Coal
Colleges and
Universities
Governmental Units

Hospitals

Information
Processing

Petroleum

Retailing
Trade Associations
Voluntary Health and
Welfare Organizations

Name of Publication
Manual ofAdvertising Agency
Accounting
Survey on Accounting
Principles and Procedures
Practiced in the Coal Industry
College and University
Business Administration
Governmental Accounting
Auditing and Financial
Reporting
Chart ofAccounts for
Hospitals
Recommend Uniform Accounting
System for the Computer
Services Industry
Outline ofPetroleum Industry
Accounting
Retail Accounting Manual
Financial Management
Handbook for Associations
Standards ofAccounting and
Financial Reporting for
Voluntary Health and
Welfare Organizations

Name of Publisher

American Association of
Advertising Agencies
National Coal
Association
American Council
on Education
National Council on
Governmental
Accounting
American Hospital
Association
Association of Data
Processing Service
Organization
American Petroleum
Institute
National Retail
Merchants Association
Chamber of Commerce
of the United States
National Health
Council
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Table 3

PUBLICATIONS BY ACADEMICS AND ACCOUNTING PRACTITIONERS
Author(s)
Ellis
Gross and Jablonsky

Holek and Holek

Horwath
Irving and Draper
Moscarello, Grau and
Chapman
National Society of
Public Accountants

Porter
Prescow, ed.
Wilcox

business where other alternatives do
not exist. Most trade associations have
cooperated with professional account
ing bodies in developing industry stan
dards. Some, however, such as local
governmental units and petroleum
companies, have refused to fully en
dorse the new requirements. Regard
less of their position, trade associ
ations have less influence at the pre
sent time than they had in the past.
Their independence has been ques
tioned and their expertise placed in
doubt.
Academics and Accounting
Practitioners
Many trade associations have not es
tablished specific reporting pro
cedures for their industry. The mem
bership may have considered such a
project too expensive or perhaps un
necessary. Academics and accounting
practitioners met the need for sound
reporting by summarizing the most
desirable features of existing practice.
Some writers examined the accounting
procedures of a single industry.
Because of the thorough coverage of
the subject matter, these works have
commanded considerable respect from
industry member and professional ac
countant alike. The principal weakness
of such books is that, without revision,
they frequently become out of date.
Existing industry practices have also
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Title

Church Treasurer’s Handbook
Principles ofAccounting and
Financial Reporting for Non
Profit Organizations
Complete Handbook of Church
Accounting
Hotel Accounting, 4th ed.
Accounting Practices of the
Petroleum Industry
Retail Accounting and
Financial Control, 4th ed.
Portfolio ofAccounting
Systems for Small and MediumSized Businesses, revised ed.
Petroleum Accounting Practices
Encyclopedia of Accounting
Systems, revised and enlarged
Mine Accounting and Financial

been summarized in single or multi
volume compendiums. In common use
for the past sixty years, they remain
popular because they provide informa
tion on industry reporting practices
that would otherwise be difficult to ob
tain. Compendiums have two principal
drawbacks; the treatment of individual
industries is limited and the coverage
may not reflect important changes in
business methods. Table 3 furnishes a
list of well known works by academics
and practitioners.
Professional Standards
The number of professionally-supported industry accounting standards
grew slowly at first but has since ex
panded very rapidly. The first require
ments applied to construction firms.
The American Institute of Certified
Public Accountants in 1955 issued Ac
counting Research Bulletin No. 45,
Long-term Construction-type Contracts,
which suggested acceptable alterna
tives for recording construction
revenue. In 1959 coverage was ex
panded in the Institute publication,
Generally Accepted Accounting Princi
ples for Contractors, to include re
quired disclosures and possible finan
cial statement formats. The AICPA
subsequently combined this work in
1965 with a companion volume, Audit
ing the Construction Industry, to create

Publishers

Judson Press
John Wiley & Sons
Prentice-Hall
John Wiley & Sons
Ronald Press

John Wiley & Sons
Prentice-Hall
Mc-Graw
Prentice-Hall
Sir Isaac Pitman

the first AICPA audit guide: Audits of
Construction Contractors. These guides
have served two purposes: (1) to out
line necessary audit procedures and
(2) to provide specific industry ac
counting standards. During the ten
years subsequent to the publication of
Audits of Construction Contractors,
various committees of the Institute
have issued fourteen pronouncements
of this type as well as four industry-re
lated accounting guides. (A complete
listing is provided in Table 4). The Ac
counting Principles Board, during its
existence, also released a number of
opinions which dealt wholly or in part
with industry matters. However, these
pronouncements have limited signifi
cance since they have been incorpor
ated into the guides.
In 1973 the Financial Accounting
Standards Board came into being and
assumed the role of standard-setter
formerly held by the Institute. The
Board’s contribution to the develop
ment of industry reporting require
ments is currently limited to state
ments No. 14, “Financial Reporting of
Business Segments” and No. 19, “Fi
nancial Accounting and Reporting of
Oil and Gas Producing Companies.”
(subsequently suspended in part by
Statement No. 25). On the other hand,
the AICPA, through its Accounting
Standards Division, has issued a large

volume of industry-related statements
of position. Nineteen of these pro
nouncements have been released since
1974, ten of which relate to lines of
business not previously covered.
[AICPA Professional Standards] In
addition, the Institute has in process
twenty five projects (five in new indus
tries) that deal directly or indirectly
with specialized reporting require
ments [Ernst & Ernst, 1978]. Table 5
provides a summary of Statements of
Position for industries not covered by
AICPA industry guides.
The AICPA — and FASB — spon
sored standards came into existence
because of the weaknesses of previous
accounting practices, the lack of inde
pendence, the inadequacies in
theoretical support, and the diversity
of acceptable alternatives. Profes
sional accounting standards have
resolved these problems to some ex
tent. Nevertheless, dissatisfaction with
this approach exists and some in
dividuals have suggested that the
Securities and Exchange Commission
or a new government agency assume
responsibility. The role of the commis
sion will be examined in greater depth
later in this paper.

Authoritative Support
In examining an entity’s financial
statements, the auditor is commonly
concerned with their conformity with
generally accepted accounting princi
ples. Under Rule 203 of the AICPA
Code of Ethics, he or she, with rare ex
ception, cannot express an opinion on
such statements if any material depar
ture from professionally established
accounting requirements exists.
Therefore, the authoritative support
accorded a given reporting technique
is an important consideration.
Statement on Auditing Standards No.
5, issued by the Institute in 1975,
differentiates between those docu
ments which represent generally ac
cepted accounting principles and those
which are only possible sources of
GAAP. Financial Accounting Stand
ards Board statements and inter
pretations. Accounting Principles
Board opinions, and AICPA account
ing research bulletins belong to the first
category. Unfortunately, few of these
relate to specific industries. The sec
ond group includes Institute audit and
accounting guides and Statements of
Position, SEC pronouncements, trade
association publication, accounting
textbooks and articles. Most industry

Table 4

AICPA INDUSTRY AUDIT AND ACCOUNTING GUIDES
Audit Guides
Audits of Banks, Including Supplement
Audits of Brokers and Dealers Securities
Audits of Colleges and Universities
Audits of Construction Contractors
Audits of Employee Health and Welfare Benefit Funds
Audits of Finance Companies
Audits of Fire and Casualty Insurance Companies
Audits of Investment Companies
Audits of Personal Financial Statements
Audits of Savings and Loan Associations
Audits of State and Local Governmental Units
Audits of Stock Life Insurance Companies
Audits of Voluntary Health and Welfare Organizations
Hospital Audit Guide
Medicare Audit Guide
Accounting Guides
Accounting for Motion Picture Films
Accounting for Retail Land Sales
Accounting for Franchise Fee Revenue
Accounting for Profit Recognition on Sales of Real Estate
Note: Accounting guides do not contain an outline ofaudit procedures.

reporting practices come from these
sources.
Statement on Auditing Standards No.
14, released in December 1976,
removed from consideration one
possible basis of generally accepted ac
counting principles. Among other
things this pronouncement provided
that the auditor’s standard report on
conformity to GAAP did not apply to
financial statements which complied
with the requirements or reporting
provisions of government agencies.
This action effectively eliminated non
— SEC regulatory accounting from
consideration. Most of the commis
sion’s reporting requirements,
however, would still be relevant
because they usually coincide with the
standards supported by the accounting
profession.
Determination of an appropriate ac
counting basis for a given industry re
mains a difficult problem. Although
the reporting standards contained in
the AICPA audit guides and State
ments of Position are superior
theoretically and are widely accepted,
they have no greater authority than
other alternatives. Therefore, fre
quently no clear choice exists.
Much work in improving the effec
tiveness of industry accounting stand
ards remains to be done if professional

standards are to be effective. An im
portant consideration is the need to
upgrade the authority of AICPA —
sponsored industry reporting require
ments. As mentioned previously, most
of these pronouncements do not con
stitute generally accepted accounting
principles. As informal standards, they
must compete with less desirable alter
natives — most commonly, trade asso
ciation’s reporting practices. This
situation obviously damages financial
statement comparability. With such a
variety of possibilities, no definite
basis for statement evaluation exists.
This policy also benefits individual en
tities at the expense of the business
community as a whole, for financial
statement preparers may select report
ing practices approved by themselves
and their fellow industry members.
Developing a clear definition of
standard-setting responsibilities is a
second consideration. The Financial
Accounting Standards Board has the
sole authority to establish formal ac
counting standards. However, in the
past the Board dealt mainly with
general reporting requirements and
allowed the AICPA to issue industryrelated statements of position. As de
mands for specialized industry infor
mation grew, the number and scope of
these Institute pronouncements also
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Table 5

AICPA STATEMENTS OF POSITION — INDUSTRY
ACCOUNTING STANDARDS
SOP Number

Title

74-12
75-2
75-5
76-1
76-2

Accounting Practices in the Mortgage Banking Industry
Accounting Practices of Real Estate Investment Trusts
Accounting Practices in the Broadcasting Industry
Accounting Practices in the Record and Music Industry
Accounting for Origination Costs and Loan and
Commitment Fees in the Mortgage Banking Industry
Accounting for Costs to Sell and Rent, and Initial
Rental Operations of, Real Estate Projects
Application of the Deposit, Installment, and Cost
Recovery Methods for Sales of Real Estate
Accounting for Property and Liability Insurance
Companies
Accounting for Investments in Real Estate Ventures
Accounting Principles and Reporting Practices for
Certain Nonprofit Organizations

78-3
78-4
78-6

78-9
78-10

increased. To assure the reasonable
ness and equity of these new standards,
the Institute adopted extensive “due
process’ procedures which parallel
those used by the FASB. In addition,
the Securities and Exchange Commis
sion, seeing the need for sound report
ing requirements, indorsed the State
ments of Position as “preferable ac
counting” unless and until the FASB
issued pronouncements on the subject.
Thus the Institute in effect became an
informal standard-setting body. Given
the circumstances surrounding the
development of the Financial Ac
counting Standards Board, the present
state of affairs seems unavoidable.
However, general agreement exists
that only one organization, namely the
FASB, should have standard-setting
responsibility. This position is sup
ported by both the Board and the
American Institute of Certified Public
Accountants.
Efforts are under way at the present
time to resolve these problems. The
FASB has proposed adoption of a pro
gram to upgrade the AICPA — spon
sored industry standards to generally
accepted accounting principles and to
assume responsibility for any future
changes in such standards. Specifically
the Board plans to modify its operat
ing policies and procedures to enable it
to “gradually adopt with few if any
substantive changes the existing AIC
PA Industry Audit Guides and Indus
try Accounting Guides, and State
ments of Position, after exposure for
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public comment, as FASB Statements
of Financial Accounting Standards
and thereafter to assume responsibility
for amending or interpreting them.”
[FASB Exposure Draft]
The Institute’s Board of Directors
has agreed in general with the FASB’s
proposal. Implementation, however,
could still be difficult. Three areas
cause special concern. The first is the
Financial Accounting Standards
Board’s ability to efficiently adopt the
existing industry standards. Reviewing
them and exposing them to public
comment could make the process un
manageable. The second is the need to
define clearly the Board’s standard
setting responsibilities. The proposal,
for example, does not discuss the treat-

Ralph B. Tower, Jr., CPA, Ph.D., is an
Assistant Professor in the School of Business
Administration, Emory University, Atlanta,
Georgia. He is a member of AICPA and
AAA.

ment of accounting matters for indus
tries not covered in existing AICPA
guides or statements of position.
Finally the FASB may have difficulty
in establishing an effective standard
setting mechanism. Previous ex
perience would appear to have limited
value in dealing with an area as diverse
and complex as industry accounting.
Future Role of Industry Accounting
Standards
In spite of the challenges faced by
the new FASB proposal, its chances of
eventual success are quite high. The
objectives suggested are strongly
desirable to both the accounting pro
fession and the financial community.
Furthermore, man groups have ex
pressed their support for the program’s
overall goals.
Realization of the FASB’s plans
would have far-reaching implications.
For example, preparers of specialized
industry financial statements under
GAAP will have fewer reporting op
tions available to them than they have
had in the past. Establishing formal re
porting requirements makes justifica
tion of alternative approaches more
difficult. In addition, CPA’s will be
subject to an additional large and com
plex body of professional standards.
Emphasis on technical study programs
and quality control should continue to
increase. Also accounting educators
will need to consider curriculum revi
sions to give greater attention to the
new reporting requirements.

Familiarity with this area seems essen
tial to the professionally oriented
accounting student.
The impact of this proposal on the
AICPA and FASB itself is hard to
measure. However, several changes
seem apparent:
1. The Board’s responsibilities for
industry accounting matters will be
redefined. The ultimate authority for
reporting standards will rest with the
FASB, the AICPA, and other groups
participating in any of the standard
setting process.
2. The Board will place greater
emphasis on the tentative resolution of
accounting issues and the evolution of
the results. The conceptual approach
presently used is not practical in deal
ing with specialized industry reporting
problems.
3. The stature of the FASB as a stan
dard-setting body should be enhanced.
Much of the confusion caused by the
AICPA’s informal requirements and
by the competing bases of accounting
will be eliminated.
The Securities and Exchange Com
mis ion’s role in industry accounting
matters depends, to some extent, on
the success of the Financial Account
ing Standards Board. However, sug
gestions that SEC assume authority for
standard setting seem premature. The
commission lacks the financial
resources and personnel to carry out
such an undertaking at the present
time. Also, support for such action
seems unlikely from a budget-minded
Congress. A more likely possibility
would be that the SEC will continue to
exert a strong influence over the stan
dard-setting process. The commis
sion’s recent actions on the FASB’s oil
and gas accounting standards serve as
one illustration. Another is the in
creasingly large number of agency
rules and pronouncements that deal
with industry matters.
Regardless of the particular out
come of the FASB proposal, the future
of formal industry reporting standards
seems secure. Too many interests
believe in the benefits derived from
such requirements to allow them to
disappear. The possibility for ex
panded industry coverage also appears
high, although the lack of adequate
resources for setting the requirements
may be a limiting factor. Industries
which have serious reporting problems
or a close association with existing
standards seem the areas most likely
for growth.
■
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that had hired the firm to do a small
accounting job for which it was
charged $600. The CPA firm was not
hired to perform an audit and, indeed,
was not compensated at audit rates.
However, in the process of simply
posting accounts and preparing finan
cial reports, the auditors became
aware that there were possible missing
invoices. The CPA firm had not per
formed any audit tests and stated so in
their transmittal letter, which said in
part:
The following statements were
prepared from the books and
records of the corporation. No
independent verifications were
undertaken thereon . . 3
The Court found the above state
ment of no consequence. In language
disquieting to the entire accounting
profession, the Court said:
Even if the defendant were hired
to perform only “write-up” ser
sional services. Specific areas covered
vices, it is clear, beyond dispute,
are:
that it did become aware that
1.
Act — affirmative negligence material invoices purportedly paid
2. Error — failure to perform
by Riher (the client’s accountant)
properly
were missing, and, accordingly,
3. Omission — failure to perform
had a duty to at least inform plain
at all when expected to do so.1
tiff of this. But even this it failed to
The professional needs protection
do. Defendant was not free to con
from several possible exposures which
sider these and other suspicious
can be caused by personal mistakes.
circumstances as being of no sig
An attorney may forget to file a suit
nificance and prepare his financial
within the time limit and prevent the
report as if same did not exist.4
client from taking action for an alleged
Even insurance companies which
tort. The client may sue the attorney sell liability insurance sometimes find
for the amount he presumed to be themselves as defendants in errors and
recoverable in the suit. Collapses of omissions suits. A ten-year-old
structures have resulted in suits against California case illustrates this point.
engineers and architects on grounds
Mrs. Crisci, an elderly lady, owned
that mistakes in design or carelessness and rented an apartment building. A
in the supervision of the construction tenant, Mrs. DiMare, was injured
caused the collapse. An accountant when an outside stairway collapsed.
may make a mistake in the preparation Mrs. Crisci had a $10,000 general
of a financial statement for a client and liability policy issued by Security In
may contribute to a loss not only to the surance Company. Mrs. DiMare sued
client but to others who may have alleging negligence in inspection and
relied on the erroneous statement and maintenance of the stairway and
lost money by investing in or loaning sought $400,000 compensation for
money to the client. An insurance physical and mental injuries. Settle
agent is vulnerable if accused of not ment negotiation reached the state
placing insurance or placing it erro where the DiMare side agreed to ac
neously, particularly if a loss occurs cept $9,000 in full settlement, Security
that is not covered by insurance, but rejected the offer and requested a jury
on which the client thought adequate trial. The jury returned a verdict for
active coverage was in force.2
DiMare of $100,000 and Security
The relative exposure against which refused to pay the excess over
a professional must protect be pro $10,000. Partial satisfaction of the
tected is illustrated by a 1971 case in claim caused Mrs. Crisci to lose her
volving a New York CPA. The New property and changed a once comfor
York Supreme Court awarded table individual into an indigent and
$237,278.83 to a client of a CPA firm resulted in declining physical health

Professional Liability
Insurance

Basic Principles Which Accountants
Should Know and Understand

By Ronald M. Mano

Professional liability insurance in
cludes two general types of insurance.
Those two types are (1) malpractice in
surance and (2) errors and omissions
insurance. The distinction between the
two types is that malpractice insurance
deals with professional practice which
involves any contact with the human
body, whereas errors and omissions in
surance covers all other professional
practice. Therefore, malpractice in
surance is mainly for physicians,
surgeons, and dentists. This article
discusses and analyzes professional
liability insurance in the errors and
omissions area.
Because of the many different types
of professionals, the emphasis of this
article is on accountants and attorneys
only. Some mention is made of other
professionals, but no extensive analysis
is presented of the professional
liability insurance available for these
other professions. However, most of
the features of the accountants’ or
attorneys’ errors and omissions policy
also are true for other professionals.
The Needs and Uses of Errors and
Omissions Insurance
All professionals could be faced
with the need for professional liability
insurance. This includes accountants,
attorneys, architects, corporate of
ficers and directors, consultants,
engineers, insurance agents, and any
one else maintaining the position of a
professional.
Errors and omissions insurance is
designed to protect against claims aris
ing out of the performance of profes
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and in hysteria, and suicide attempts.
Suit was brought against Security
charging that Security had breached its
duty to consider the interest of Mrs.
Crisci. The California Supreme Court
awarded the full amount of the
DiMare award ($100,000), $180,000
in punitive damages, and $60,000 in
compensatory damages for emotional
distress to Mrs. Crisci.5
In a more recent case involving a
major CPA firm, a California State
Court jury awarded $30 million in
damages to more than twenty lending
institutions that charged that Touche
Ross & Co. was negligent and stated
that they failed to use due care in the
performance of their audit work on
U.S. Financial.6
The Professional Liability Policy
There exists no standard profes
sional liability policy. Moreover, the
general provisions of the professional
liability policy differs, depending upon
whether the professional is an account
ant, attorney, architect, corporate of
ficer, consultant, engineer, insurance
agent, or any other professional.
Legal Liability vs. Indemnification
The professional liability policy pro
vides for “payment of all sums for
which the insured becomes legally
obligated to pay”.7 Therefore, it is not
an indemnification policy. Indem
nification means to reimburse for
losses to the insured’s property. The
professional liability policy does not
pay for losses but for legal obligations
of the insured. Such policies pay for
damages assessed against the insured
for acts, errors, or omissions.
Activity Qualification
The accountant or attorney is
covered only as he acts in his capacity
as an accountant or attorney.
Therefore, the CPA who leaves his
accounting practice to become an
insurance agent would not be insured
under his accountant’s professional
liability policy.8 The policy of Ameri
can Home Assurance Company states
that professional services means “Pro
fessional services performed by and
advice given by the insured in the con
duct of his practice . . .”9
Definition of Persons Insured
The policy provides coverage for all
partners or shareholders and their
staff. The staff includes all accountants
or attorneys, assistants, stenographers,
Secretaries, typists, and report room
staff. The term does not include
messengers, internal bookkeepers,
telephone operators, or other workers

not engaged in or on accounting or
legal work for the client of the in
sured.10
Claims Made vs. Occurrence
The claims made policy covers any
act, error, or omission, the claim for
damages of which is made during the
term of the policy, regardless of when
the act, error, or omission occurs. The
occurrence policy, therefore, covers
what is sometimes referred to as the
risk “tail”.11 Although both types of
policies can be obtained, the American
Home Assurance policy for account
ants illustrated in the Fire, Casualty,
and Surety bulletin states, “This policy
covers only claims arising before the
expiration date and reported to the
company during the effective period of
the policy.”12 However, if the insured
does not wish to continue the coverage
but would like to extend the claim
reporting period, he can do so for an
additional premium for a maximum of
six additional years. However, if the
insurer cancels the coverage or elects
not a renew, the maximum extension is
one year.13
Additional Coverages14
A. Defense — The insurer generally
agrees to pay all costs of defense of
covered claims even if they are
groundless, false, or fraudulent. These
costs may or may not be part of the
policy limits.
B. Interests on Judgment —
Because of the time involved in the ap
peals process, interest costs of a judg
ment could be substantial. These costs
are generally covered if the appeal is at
the request of the insurer.
C. Investigation and Witness Costs
— These costs are self-explanatory
and are generally covered.
D. Insured’s Expenses — All
reasonable expenses incurred by the
insured to defend a suit are generally
covered, except lost profits or time.
Defense and Settlement
As was stated earlier, the insurer has
a duty to defend the insured for any
covered action, regardless of whether
the suit is groundless or not. The in
surer shall have the right to investigate
and negotiate the claim and, with the
written consent of the insured, settle or
compromise the claim as they deem ex
pedient.15 If the insured refuses such
settlement, then the insurer would be
liable for damages up to the amount of
the settlement offer and defense costs
up to the time the offer was made.16
The insured is given the right to refuse
settlement because it is considered that

the accountant or attorney’s reputa
tion is his most important asset. To set
tle a groundless claim might be more
injurious than the added costs of de
fending such a claim.17

Bodily Injury
Bodily injury claims are excluded
from the typical accountant’s or at
torney’s errors and omissions policy.
Seldom, if ever, does an accountant or
an attorney perform or fail to perform
an act which results in bodily injury to
anyone. However, such coverage is
usually included in an errors and omis
sions policy written for architects and
engineers.18
Policy Limits
The policy limits are “to pay in
behalf of the insured all sums which
the insured shall become legally oblig
ated to pay for damages . . .” No dis
tinction is made between compensating
and punitive damages.19
Standard Exclusions
In the area of standard exclusions,
one significant difference exists bet
ween the accountants and attorneys
policies. The attorney’s policy ex
cludes dishonest, fraudulent, criminal,
or malicious acts or omissions. Ac
countants’ policies provide coverage
for fraud, dishonesty, or misrepresen
tation, except if made or committed by
or at the direction of the insured with
affirmative dishonesty or actual intent
to deceive or defraud. This coverage
was necessitated by the enactment of
Rule 10b-5 of the Securities Exchange
Commission.
The result of Rule 10b-5 has been
that courts have found accountants
guilty of fraud when their failure to
disclose a material fact causes a loss to
a third party, even though the accoun
tant does not profit from the omission.
This has created both criminal and
civil actions. The courts have allowed
recovery on the theory that the ac
countant’s negligence “aided and abet
ted” his client’s fraud.20
Innocent Partner
Although the accountant’s profes
sional liability policy covers fraud, it
does not cover intentional fraud; i.e.,
affirmative dishonesty. This being the
case, and since most accounting prac
tices are partnerships, the innocent
partner policy endorsement becomes
vital. This endorsement provides that
coverage will not be invalidated for
partners who do not participate or ac
quiesce in intentional dishonesty,
misrepresentation or fraud.21
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Problems in Errors and Omissions
Insurance
The major problem with errors and
omissions insurance is the problem of
ever-increasing claims and an inability
to accurately underwrite those claims.
For example, in the U.S. Financial case
mentioned earlier, the stock price in
creased to $150 during the fraudulent
years of 1970-71. Then, as the fraud
was disclosed and the company was
forced into a chapter 10 bankruptcy,
the value of the stock fell to $1.50 per
share. Those who had relied on the fi
nancial statements claim that their loss
is $150 minus $1.50 multiplied by the
number of shares owned. With no con
trol over the price to which a stock
price will increase, the underwriter
cannot estimate the amount of a proba
ble loss. Neither can the underwriter
determine the maximum exposure of
the insurance company other than the
policy limit. Each new client obtained
by an accountant compounds this
problem.
The Duty to Defend
As was stated earlier, the insurer
agrees to defend the insured, even if
the claim is groundless or fraudulent.
For many years, no mention was made
as to how well the insurer must defend
the insured. However, the California
Supreme Court extended the insurer’s
duty to require a best effort defense or
be liable for the full amount which will
compensate the insured for his loss.22
This decision prevents an insurer from
forsaking the insured when it becomes
obvious that the judgment will exceed
the policy limits.
An insurer which refuses to defend
an insured on grounds that the claim
does not fall within the coverage does
so at its own risk. By refusing the
coverage, the insurer also relinquishes
its right to defend the claim. Since
most policy disputes are eventually
resolved in favor of the insured, the in
surer may end up paying a considera
bly larger judgment than it would had
it defended the suit with its own
counsel.23
If, on the other hand, the insurer
assumes the defense, it incurs a com
mitment in terms of legal fees and ex
penses. Furthermore, unless the in
surer properly protects itself, it will be
held to have waived its rights or be
stopped from later asserting the
defense of non-coverage. The insurer
can protect itself by entering into a
“non-waiver” or “reservation of
rights” agreement with the insured. If
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the insured refuses to agree to the
reservation, the insurer may reserve its
rights to later dispute by so advising
the insured by letter and setting forth
the reasons for the reservation of
rights.24
The Future of Errors and Omissions
Insurance
The errors and omissions policy is
facing many of the same challenges as
is medical malpractice and products
liability policies. Therefore, the future
is uncertain.
According to William Rodda, only a
dozen or so domestic companies cur
rently write the coverage.25 More and
more moderate size firms will be
forced to go to London for coverage as
judgments and premiums skyrocket, as
is evidenced by the U.S. Financial, $30
million case cited previously.
Professional associations are active
in arranging for policies for their mem
bers. One such policy is that arranged
with Lloyd’s of London by the
Nebraska Society of Certified Public
Accountants through Alexander &
Alexander, professional insurance
brokers. That policy provides profes
sional liability to a maximum of $10
million.26
The need for professional liability
insurance exists and will continue to
exist into the future. In fact, the need
will increase as judgments grow. Ac
countants and attorneys will simply
have to pay the increased premiums to
remain in practice.
Conclusion
The errors and omissions policy of
professional liability insurance is an
essential type of insurance to anyone
assuming the position of a professional
or expert in any area. It is a unique
type of coverage that does not lend it
self well to a standard policy form.
Therefore, although certain provisions
are common in errors and omissions
policies, no standard policy exists in
the industry. The professional must
become intimately familiar with the
policy selected and know the protec
tion which it does and does not pro
vide.
■
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For many years educators and
public accountants have argued about
the proper role and function of
accounting education.
Public accountants seem to believe
accounting educators should be con
cerned solely with the field of public
accounting, and thus see undergradu
ate education as leading purposefully
toward the objective of a career in
public accounting. Therefore, when
the educator does not respond to pro
posals based on this stereotype public
accountants are very critical.
Educators take a broader, more
long-term view. They recognize that
students are interested in many aspects
of accounting other than professional
public accounting, and that education
in accounting is meant not only to train
staff accountants but also to equip stu
dents for managerial and leadership
positions.
Therefore it seemed appropriate to
obtain a greater insight into student
needs and student anticipations.
Toward that end a questionaire was
designed and distributed to accounting
students at the five major universities
in southern California that have un
dergraduate accounting programs.
Questionaires were distributed to all
accounting students at these univer
sities who were taking an intermediate
accounting class. Since questionnaires
were completed in class and im
mediately returned, nearly a 100 per
cent usuable response was obtained.
The students were asked for infor
mation on several items: 1) the career
choice they expect to pursue upon gra
duation, 2) their expectations as to
whether they will obtain their career
choice, and 3) their expectations as to
whether they will change their career
choice before graduation. A copy of
the questionnaire is obtainable upon re
quest to the author.
The results regarding career choice
are summarized in Table I. It appears
that students made a wide variety of
selections. Viewing the sample as a
whole the students’ first choice was ac
counting in private industry. National
and local CPA firms were the second
and third choices respectively. Though
these selections both related to public
accounting, they require quite
different curriculum needs (as W.
Schwartz1 points out). A substantial
number, over one hundred students
had not yet made a career choice. The
rankings also did not change signifi
cantly when the different schools were
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compared. That is, the percentage of
student selecting each alternative were
similar at all five universities.
The students also were asked about
the possibility they might change their
career choices. Those surveyed were
just completing intermediate account
ing and could obviously change their
career goals by the time they gradu
ated. For this reason they were asked
to state what the probability was that
they would retain the same career
choice. The mean scores were quite
high with an overall average of 77.53
percent. This indicates the students do
not anticipate any significant changes
in their career goals before gradua
tion.
Several conclusions then can be
drawn from this survey. First of all, ac
counting students have a variety of
career goals, of which public account
ing is only one. Even if national and
local CPA firms are combined as one
choice in Table I, they make up less
than 50 percent of the total choices.
Signficantly, over 7 percent do not in
tend to pursue accounting as a career.
These students appear to view ac
counting as a part, albeit an important
one, of their general management
education. Second, though the career
chosen did affect the student’s percep
tion of the probability of obtaining
that career choice, the probabilities
were in general quite high. Third, stu
dents appeared to be quite certain of
their career choices. Each of these
should be kept in mind when consider
ing the suggestions to follow.

Suggestions
A gap certainly appears to exist bet
ween the short-term, limited view of
public accountants and the broader,
more long-term view taken by ac
counting educators. Two suggestions
are offered: 1) multiple curricula to
meet student needs, and 2) knowledge
each group has of the other’s field.
Both objectives relate to a concern for
improving the quality of accounting
education. Multiple curricula will help
begin a broadening of the horizons for
accounting students. They will provide
the students with well-developed op
tions to satisfy their many diverse in
terests. Should enrollment be substan
tial in these options, as the results of
the survey would indicate, public ac
countants will see clearly the educa
tor’s need to look toward a number of
sources for advice in preparing for
changes in the accounting program.
Increased knowledge of the other's do
main will also be very beneficial. It
will help assure that interchange bet
ween and among groups interested in
accounting education can occur at a
higher and more concrete level. If both
groups have a greater awareness of the
other’s basic problems discussions can
concentrate on substantive issues. The
possibilities for major improvements
are thereby heightened.
Developing multiple accounting
curricula
Previous suggestions for curriculum
change have been based on the
assumption that most students will
eventually enter public accounting and

Table I
STUDENTS’ CAREER CHOICES
Respondents

Career choices

Accounting in private industry
National CPA firm
Local CPA firm
Government and Not-For-Profit
Graduate education
Private industry, non-accounting
Do not know
Other
TOTAL

thus only courses that relate
specifically to public accounting
should be added to the curriculum.
The results of the survey reported
above indicate that a majority of ac
counting students have other goals.
Given these results it would appear
there is a need to develop a number of
alternative options within the overall
accounting major to suit the needs of a
number of different groups of students.
Once students reach their second year
of accounting studies they should be
able to choose from a number of
different options. These would include
among others; small business manage
ment, governmental accounting, inter
disciplinary options in public account
ing, and corporate management
accounting. An example of a small
business management option follows:
1. Small Business Management
A. Accounting courses:
1. intermediate accounting
2. managerial accounting
3. tax accounting (including
individual, corporate and
partnership)
4. accounting and informa
tion systems
5. internship with small bus
iness
B. Finance and marketing
1. financial management
2. marketing in a new busi
ness
C. Economics
D. Electives:
Courses from the following;
internal auditing, advanced
systems analysis, budgeting,
and so forth.
Other options could be designed in a
similar manner.

Percentage

Absolute number

22.4%
18.3
16.8
10.2
7.8
7.1
14.1
3.3

171
139
128
77
59
54
107
25

100.0%

760

The essential point is that courses
from other disciplines should be in
cluded in the accounting major, and
that once past intermediate account
ing, students should have a number of
different paths that can be followed
depending upon their particular in
terests. In this respect McCord is cor
rect declaring “To respond to public
needs, we will need more education,
greater competence and further
specialization.”2 Yet, that specializa
tion must be in a number of diverse
fields, not specialization within one
field. Accounting options must be
designed with the view that students
can and should choose from a variety
of career opportunities.
Knowledge of one another’s field
A gap, in some ways, can be useful.
When it indicates that different
perspectives are being applied to
educational problems the gap can be a
positive influence. When it indicates a
failure to clearly understand the other
group’s needs, however, the gap can be
harmful. To minimize the latter,
several suggestions will be offered.
Though most of them point toward ac
tions public accountants should take
we believe the interaction those ideas
will encourage can be helpful for both
groups.
Provide internships and seminars. To
improve the educator’s knowledge of
problems in public accounting the
number of faculty internships should
be increased substantially. Part-time
employment during the academic year
or full-time employment during the
summer should be offered, particularly
to tenured faculty for whom promo
tion problems are not a major overrid
ing concern. Opportunities should be
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sought in local CPA practices, not just
in national CPA firms. In addition,
frequent one-day or weekend seminars
should be sponsored at the public ac
countant’s expense to help keep educa
tors abreast of current issues facing the
profession.
Allow leaves of absence for executives.
Public accounting firms should en
courage their executives to take one or
two years leaves of absence at the
firm's expense to enter the academic
ranks on a full time basis. The benefits
derived from such a proposal would
flow in two directions. The university
and students would benefit from the
first-hand knowledge and experience
these individuals could bring from
their particular backgrounds. In addi
tion when the extended leaves end the
individuals should have developed a
far better understanding of the
academic environment and could com
municate a great deal to their col
leagues on behalf of the educational
community.
Offer endowed chairs or financial sup
port. Public accountants should in
crease the number of endowed chairs
or the amount of financial support to
help keep capable faculty within the
academic ranks. Far too many capable
individuals have left education for
more lucrative positions in other areas
of accounting. Increased assistance
might help improve recruiting and
allow more attention to be given to
curriculum matters.
Offer grants in aid. The number of
research grants should be increased
substantially to promote more applied
research. Support of this nature could
make greater utilization of educators’
methodological capabilities in helping
to investigate some of the current
problems facing individuals and
organizations. More ex-ante analysis
of various policy alternatives could
also be conducted. In addition more
aid is needed to support doctoral can
didates and encourage capable in
dividuals to pursue academic careers.
Publish textbooks and journals. As McCord3 commented, textbook
publishers are partly to blame for the
lack of new material in current cur
ricula. They refuse to publish texts for
which there is no solidly established
market. Organizations like the AIC
PA, NAA, FEI and FAF should subs
tantially increase the number of items
they publish to promote new and
valuable ideas the textbook publishers
are currently unwilling to handle.
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There is also a scarcity of journals in one group that ignore many of the
the accounting discipline. Some cur realities with which the other group
rent publications weigh their selections must contend.
It is hoped the data presented here
heavily toward highly quantitative,
methodologically sophisticated items. regarding student needs will be helpful
Others choose more practitioner- to both groups, to give them some
oriented items primarily expressing the small body of common knowledge. In
author’s views. In addition, however, an era where accountants are more
there is a need for journals to present visible and face more complex situa
research of an applied nature where tions than ever before, students pre
emphasis is on results practitioners can paring to enter the profession should
use without sacrificing methodological be a major concern. The current mem
quality. Such journals could offer bers of the profession will determine
forums for academic work to be com the manner in which these students are
municated in a manner public account prepared for their future vocation.
These efforts are approached best with
ants would appreciate.
Alter accreditation requirements. Public access to the thinking of individuals
accountant’s should help change the from all sectors of the profession. This
personnel requirements the AACSB can only happen if the gap between
establishes for accounting depart them is narrowed. This paper is one at
ments. As Mautz4 recognized there is a tempt to help move in that direction.
need for both research-oriented and
teaching-oriented educational institu
NOTES
tions. Cannot different types of stan
1William Schwartz, “A Local Practitioner
dards be established depending on the Comments on the Education of Accounting Stu
dents,” Journal of Accountancy, November,
orientation the institution desires?
p. 93.
Involve many different interested 1975,
2Frank M. McCord, “Accounting Educa
bodies. Most of the dialogue regarding tion—A Crisis of Confidence,” California CPA
accounting education has occurred Quarterly, June. 1976. p. 12
3Ibid., p. 14.
between the academic community and
4
R.K. Mautz, “Where Do We Go From
public accountants. Firms from the
Here?” The Accounting Review, April. 1974, p.
private sector and units from various 359.
government bodies must take a more
5C. W. Bastable, “Why Can’t Johnny Ac
active interest in accounting educa count?” Journal of Accountancy, January, 1977,
tion. For example, this would include p. 69.
participation in developing multiple
curricula to meet their specific needs.
Since students have shown a sincere in
terest in pursuing careers in these
areas, representation of both industry
and government is essential if student
needs are to be properly met. Both
public accountants and educators must
work diligently to attract these needed
inputs.
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greater culpability. It is more impor
tant that both groups acknowledge and
express concern about this gap. As
Bastable recently stated, “the first step
in resolving a problem ... is to
acknowledge its existence. The next
step is to understand its nature and
causes.”5 The purpose here was to ap
Bill N. Schwartz, CPA, Ph.D., is Assistant
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Conclusion
Since the net method is infrequently
used in practice, the time spent on this
method in the introductory course in
accounting could be better spent on
other items. The net method would be
more appropriately covered in later
courses.
■

Purchasing Methods
Taught in Introductory
Accounting

References
U. S. Industrial Directory 1977. (Stanford,
Conn.: Cahners Publishing Co.), v. 1.
Acknowledgments: This research was sup
ported by a grant from Iowa State University.
The assistance of K. Isvik is acknowledged.

Guest Author:
Frederic M. Stiner, Jr.

Introduction
Time is valuable in all accounting
courses; this is especially true in the in
troductory accounting course. Since
introductory courses are often filled
with non-majors, the curriculum
should be constantly scrutinized for
relevance.
For the first course in accounting, in
current introductory accounting text
books show two possible methods of
accounting for purchases.
One of these methods records
purchases at gross. For example, a
$100 purchase (2/10,n/30) where dis
count is earned would be recorded:
dr. (Inventory) Purchases $100
cr. Accounts Payable
$100
The discount is then only recorded
when taken:
dr. Accounts Payable
$100
cr. Cash
$ 98
cr. Purchase Discount
2
The other method records purchases at
net. Using the same numbers, the jour
nal entry at purchase would be:
dr. (Inventory) Purchases $ 98
cr. Accounts Payable
$ 98
Discounts are recorded only when lost.
For example, if paid on the 30th day,
the entry is:
dr. Accounts Payable
$ 98
dr. Discounts Lost
2
cr. Cash
$100

Methodology
The purpose of the research was to
determine the usage of each method of
accounting for purchases. A question
naire was sent to 500 companies which
were randomly selected from the U.S.
Industrial Directory (1977). The direc
tory lists approximately 40,000 cor
porations. The sample selected
covered all major industries
throughout the United States. There
were 203 responses.
Findings
The response rate to purchasing

methods was as follows:
Accounting Method
Frequency
Gross
73.1%
Pay by invoice only
9.5%
Net
14.9%
Record at Standard Costs
2.5%
When asked to identify their principal
activity the following was found:
Principal Activity
Frequency
Manufacturing
92.1%
Frederic M. Stiner, Jr., CPA, Ph.D., is
Wholesale
3.4% Assistant Professor of Accounting at the
Retail
1.5% University of Maryland. He holds member
Service
3.0% ship in the West Virginia and Nebraska
There was no significant correlation Societies of CPAs, and AICPA, and has been
between accounting method and prin published in various accounting and science
journals.
cipal activity.
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In the most efficient and the most
carefully controlled data processing
environment, errors and malfunctions
occur. In some instances, the results of
these occurrences impact a relatively
small part of the operation and can be
readily reversed if adequate provision
is made for error recovery and data
reconstruction. At other times, a major
installation breakdown occurs requir
ing extensive recovery procedures. In
all cases, however, a common element
is the reconstruction of the data files.

Reconstruction of Data Files
The basic criteria that determines
how long information should be re
tained in a machine-readable format is
the usefulness of that information to
the installation. Machine records are
saved as long as they are needed for
production of reports, for use in an up
dating process, or for use in a
reconstruction process. Reconstruc
tion in computerized activities occurs
when, for one reason or another, origi
nal data in its machine-readable for
mat is destroyed and has to be recre
ated. If proper thought is given to
forms for saving data in its machinereadable form, this reconstruction
procedure can be greatly facilitated.
If, however, when machine-readable
data is destroyed, the installation has
to go back to original non-machinereadable forms to reconstruct that in
formation, the process can be time
consuming.
Generally transaction records that
affect a given version of the master file
are saved until such time as that master
file has been used as the input to
another up-dating cycle in which a
subsequent generation of the master
file is produced. The procedure in
volves retention of several generations
of the master file as well as retention of
all of the intervening transaction files.
When a new generation has been
created through an up-dating pro
cedure, it becomes the input for the
next processing cycle. Basically up
dating can be accomplished by one of
two techniques. First, up-dating can be
done nondestructively. In a non
destructive up-dating environment the
old master file is kept intact. This is
done by mounting the old file on a
device physically separate from the
device that will record the new file.
This is the technique that is employed
in magnetic tape processing. It allows
for the retention of several generations
of a file and, of course, it facilitates
reconstruction in those instances
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where it is necessary. It is in non
destructive up-dating that it is possible
to implement the grandfather-fatherson cycling technique.
In non-destructive up-dating, the
old generation is retained until com
pletion of the next processing cycle to
provide backup in case the current
generation is damaged. After two pro
cessing cycles there will be three
generations of the master file. The
most recent is often referred to as the
son; the file generation used as input to
the second processing cycle (and out
put to the first cycle) is referred to as
the father; and the generation used as
in-put to the first processing cycle is
referred to as the grandfather. Once
the son generation has been suc
cessfully created, the installation no
longer needs to retain the grandfather
generation or the transactions pro
cessed against it for reconstruction
purposes. Of course any reports or
printed record of the data represented
by these files will still be available.
Destructive up-dating occurs in
those instances where the new version
or the new generation of information is
written on the same physical space as
that previously occupied by the old
version or old generation of the master
record. This type of up-dating is fre
quently employed in direct access
devices. Because the previous genera
tion of data is destroyed in the process

of up-dating, additional precautions
must be taken in this approach to file
up-dating. All possible checking of the
transaction information should be per
formed before the data is used to en
sure its accuracy, and additional pro
cedures should be performed during
the up-dating procedure to ensure the
transactions are in fact being matched
against the proper master transaction.
Because destructive up-dating does
not automatically produce a
reconstruction trail or temporary
audit trail, some additional procedure
must be executed to accomplish this
function. The usual approach is to
make periodic copies of the master file,
a process referred to as dumping the
file. All transactions used in up-dating
the master records since the last dump
should be retained for reconstruction
purposes until the next dump is made.
Should any erroneous up-dating or
other damage to the master file occur,
it is then possible to reconstruct the
proper data by going back to the pre
vious version as it exists in the file
dump and up-dating that with all inter
vening transactions.
An alternative to periodic dumping
of the entire file is the technique of log
ging changes to the master file as up
dating is being performed by writing
the contents of the transaction and the
master record before and after the up
date on a logging device (usually a reel

of tape). Up-dating logs or periodic
dumps can be made to another record
ing device similar to that containing
the master file, they can be made to
magnetic tape, or they can be printed
out. The closer the form of the dump to
that occupied by the master file, the
faster the reconstruction procedure.
Reconstruction of a Data Base
A data base or an integrated file
system provides greater processing
efficiency by eliminating duplicate
items currently existing in separate,
non-integrated files. A transaction that
would have affected several different
sett of records through several sepa
rate processing runs in non-integrated
files can up-date the single integrated
file or data base in one processing pass.
This approach, while providing
greater efficiency, does introduce a
greater risk of damage to an organiza
tion’s total information system. When
each set of files is up-dated separately,
an error in processing affects only one
set of master files. The organization
can continue to operate with all the
rest of its data while reconstructing the
particular file in error. In an integra
ted data base system an error in the
system can have more far reaching
effect on the operational viability of
the organization.
Despite the best planning, situations
will occur that can have destructive
effects on the data base. Interruption
of processing in the middle of an up
date operation can introduce errors
into the record currently being pro
cessed. Other error conditions, such as
malfunction within the input/output
device containing the data base can
effectively destroy the data stored
there. Any recovery procedure must
provide for verification of the accu
racy of the data base and for
reconstruction of any file information
adversely affected by a systems failure.
A critical requirement of an effec
tive recovery system for a data base is
the necessity to keep track of the con
sequences of every up-dating transac
tion. This is particularly important in
the integrated file systems, where one
transaction affects several logically re
lated records. It is not enough to know
just which transaction is being pro
cessed at the time of the failure but the
full impact that that transaction has
had to the point of failure on the
master record must also be deter
mined. A technique must be developed
to notify the user initiating a transac
tion (usually at a remote terminal)
what the results of that transaction are

so that in the case of a systems failure,
the user can be aware of whether that
transaction has been processed or not
and therefore, if whether it must be re
transmitted or not.
One approach to reconstruction of
the data base is to maintain a dual
recording of the file. Up-dating trans
actions are used simultaneously to up
date both files. Error conditions
caused by an input/output device (for
example a disk file) can be handled by
this method, for the second device is
unlikely to have a similar malfunction
at the same time. Under these circum
stances the recovery procedure would
be simply to use the remaining good
copy to duplicate the correct data file.
This approach has a weakness,
however, for error conditions within
other components of the system, such
as failure of a central processing unit,
an environmental failure, or an unex
plained error in the application pro
gram, will produce the same erroneous
condition in both copies of the data
file.
Another approach, and the one most
commonly used, is periodically to
dump the data file onto another
storage device, on a regularly
scheduled basis. The most frequent
technique is to dump the file contained
on a disk to a tape file. This approach
requires that all of the transactions
that have occurred since the last
dumping operation also be saved. In
the event of a failure, all of these trans
actions must be reprocessed. To
minimize the reconstruction time the
dumping can be done on a more fre
quent basis, so that the intervening
processing period for which transac
tions must be saved can be kept to a
minimum. This approach to
reconstruction has the disadvantage
that the dumping operation itself re
quires time and, of course, that the
reconstruction operation can be time
consuming, since it requires a reexecution of all of the transactions
occurring since the preceding dump.
Where possible, it is desirable when
using the dumping technique to incor
porate in the dump operation addi
tional processing activities. Thus,
while dumping records, an edit routine
can be executed to perform edit and
reasonableness checks on the logical
fields within each record in order to
determine, where possible, consistency
within the records. In addition, inac
tive or logically deleted records can be
reorganized, so that file rearrangement
and compaction can be obtained as a

by-product of the normal dumping
procedure.
The third approach, which can be
used to good advantage in those
systems where a systems failure
destroys only a few records rather than
the entire data base, is an approach
that can be referred to as an audit trail
approach or a logging approach.
Basically this technique keeps a record
of all transactions that occur as well as
the contents of each master record
both before and after up-dating via
specific transaction. The log can be
recorded on any medium although the
most efficient is some machine-reada
ble medium that can be accessible to the
recovery routine. By copying the con
tents of the data base record before up
dating, the full text of the transaction,
and then the contents of the data base
record after up-dating, the reconstruc
tion log makes it possible for the
recovery routine to determine all
transactions that were in the process of
up-dating when a failure occurred.
The records containing information
regarding the contents of the data base
records allow restoration of any of
those records involved in the failure.
Serious failures, in which the full file is
destroyed, are still best handled by the
latest file dump. Then the reconstruc
tion log can be used to merge in the
after copy of those master records that
have been up-dated by transactions
since the last dump.
Recovery Procedures in Real-Time
Systems
System re-start in a real-time en
vironment can rarely be accomplished
merely by re-loading the program, re
mounting the data files, and re-starting
the system at the beginning. It usually
requires instead the execution of
specially prepared programming
routines that are designed to search
out the data files to determine the ex
act status of the processing previous to
the error and to reposition all of the
various elements of the system. Some
times the most difficult part of a re
start procedure is determining exactly
which part of the system has failed and
the status of all of the concurrent ac
tivities occurring within the system.
The approach taken to recover from
an error condition will vary depending
upon the cause of the error. Thus, for a
large real-time system with many
remotely located terminals and com
munication lines, the procedure for an
error in one of the terminals varies
from the procedures for errors within
the central processing unit.
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For some systems, reliability means
continuous performance with no
failures at all. This need for con
tinuous performance requires the
maintenance of fairly complete back
up facilities, even though these back
up facilities are themselves expensive
and may not otherwise be fully
utilized. For other users, reliability
means no prolonged periods of
unavailability. For these users, break
downs, while not desirable, are not of
major concern so long as provision is
made for a fast recovery and resump
tion of service. For a third group, pro
tection of the data base and prevention
of any loss of data is of primary con
cern. For many, a combination of these
concerns applies.
In those systems where continuous
performance without interruption or
where high speed recovery from an
error condition are of critical impor
tance, the usual procedure is to pro
vide a complex of equipment and pro
gram procedures with various stand
by units, switch over devices, and a
highly organized set of pre-defined
emergency techniques and procedures.
A basic approach to handling system
failure is to provide for switching to
stand-by systems. This approach re
quires a complete back-up of all of the
equipment, the power supply, and the
programming systems. It is extremely
expensive and thus is used only in
those instances where immediate con
tinuation or lack of interruption is
essential.
One approach is a duplexed system.
In this approach the back-up system is
not used by the normal processing
unless there is a failure in the primary
system. Switching to the back-up
system can be accomplished through
either manual or programmed tech
niques. Because the secondary system
is not actively engaged in the normal
processing, it is available for other
uses while the primary system is opera
tional and thus can somewhat subsi
dize the cost of reliability insurance.
Switch over to the secondary system is,
of course, not so simple as it may seem,
for it becomes necessary upon detec
tion of an error condition within the
primary system to ensure that the
back-up files are current or to take
steps to maintain them in that condi
tion. It is also necessary to provide for
loading all of the active programs that
had been processing on the primary
system into the back-up system.
A second approach to duplicating
hardware for immediate continuation
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of processing is that which exists in a
dual computer system. In this ap
proach both systems operate in
parallel so that either one can continue
operating if the other fails. Duplica
tion in a dual computer system is
slightly more expensive than that in a
duplex system, but it provides the in
surance of more immediate switch
over if techniques are properly
designed.
Another approach that is similar in
concept to providing duplicate systems
is one in which only critical elements
are duplicated rather than the whole
system. Where an error condition oc
curs, the system can be reduced (either
manually or by programming tech
niques) to a sub-system consisting only
of those critical components necessary
to maintain a minimum processing en
vironment. This approach has some
disadvantages, for failure in any of the
unduplicated components can shut the
system down, but it has the advantage
of lower cost.
A variation on the approach of
duplication of a sub-system is a tech
nique in which alternate forms of data
acquisition and processing are estab
lished (although not necessarily dupli
cated). For example, systems that con
tain several modes of output may
switch from a high speed device such
as a tape drive to a lower speed but
still operating device such as a card
punch. Or, in those instances where the
computer can segregate memory
modules, execution may be limited to
just those memory modules still
operating, avoiding the module that is
experiencing error conditions. The
result of this technique is to force the
system into a less efficient mode of
operation, since by reducing the num
ber of memory modules usable the
amount of programming that can be
held in core at one time is reduced.
This approach does, however, allow
the system to continue operating for
essential applications. It is successful
only in those instances where the
system error occurs in components
that can be by-passed.
Under some circumstances the only
viable approach to error recovery is to
bring the system or that part of the
system causing the error to a halt. If
the error conditions can be identified
with the particular application or a
particular group of terminals, it is
possible to halt that segment of the
processing until the cause of the error
can be identified and a correction
affected. In other cases, such as failure

in the central processing unit itself or
environment conditions (power or airconditioning failures), it may be
necessary to stop the system until the
situation can be corrected. It is impor
tant to implement the halt in a planned
orderly sequence that allows for com
pletion of transactions in process and
identification of the status of all of the
major master files.
Contingency Plans for Major Installa
tion Breakdowns
The need for protection from major
breakdowns is becoming increasingly
important as the information flow of
organizations becomes increasingly
computerized. Companies with large
computerized data files representing a
substantial proportion of their ac
counting records or companies
engaged in real-time processing ap
plications that directly affect their nor
mal operations must consciously pro
vide for procedures that allow recov
ery of data and re-institution os ser
vice in the case of a major installation
breakdown. For real-time systems ac
tually affecting the physical operations
of a company, a major breakdown can
mean an interruption of service and
the need to provide facilities to pre
vent or minimize that interruption of
service.
Major breakdowns can occur from
such natural catastrophes as fire, wind,
flood, or earth-quakes, but they can
also be precipitated by carelessness or
by deliberate saba toge either by out
siders or employees within the installa
tion. Provision for adequate physical
security helps minimize the probability
of a major breakdown. However, it is
prohibitively expensive, if not impossi
ble, to guard against all potential acci
dents or equipment failures, hence a
contingency plan should be developed
to handle unexpected disruptions of
service. An essential first step in
developing a useful contingency plan
for installation breakdowns is a
thorough investigation of the data pro
cessing applications installed and a
decision as to which applications have
a vital impact on the continued opera
tion of the company. Once these vital
areas are identified, the procedures
and data files that must be protected
can be identified, and realistic plan
ning for the development of recovery
techniques can take place.
Responsible management personnel
from both the data processing area and
the user department must cooperate
jointly in determining which informa
tion procedures and computer systems

are important to the health and vitality
of the company. Once the recovery
plan is developed and responsibility is
assigned for maintenance of the recov
ery procedures, it is important that the
necessary raw material for such a pro
cedure—the data files, the programs,
the supporting hardware, and the
operating instructions—be docu
mented and stored in an off-sight loca
tion physically removed from the in
stallation itself. An off-sight location
provides safety from natural disasters
that might engulf the installation
proper and also provides some protec
tion from the actions of disgruntled
employees at the home location. Ac
cess to the off-sight location must be
controlled, and all material kept at the
off-sight location must be carefully
maintained so that it is current and
ready for use at all times.
Provision for Duplicate Hardware—
There are several major areas of con
cern in the development and mainte
nance of a good recovery or con
tingency plan. First, arrangements
must be made to make available, when
needed, particular hardware-software
configurations. Duplicate programs
and operating instructions are useless
unless the company can provide the
same computer configurations (includ
ing software support systems) for
which these programs and instructions
were designed. Since the stresses pro
duced by an emergency situation are
not conducive to very effective per
formance in changing operating pro
cedures, and even programs to fit
different computer configurations, ar
rangements for alternative computers
should be made well in advance, with
frequent review of both the home and
the alternative computers.
Periodic review is important, for the
value of the back-up plan could be sev
erely limited should the back-up com
puter be changed without notification
and without corresponding revisions
to the back-up plan. Not only must the
back-up computer be frequently
reviewed as to its physical configura
tion, but the arrangements providing
for the use of the computers should
also be periodically reviewed. There
are environmental circumstances in
addition to the physical configuration
of the alternate computer that are im
portant. Unavailability of time on .the
alternate computer can have the same
negative impact as a change in its
physical configuration. Thus if ar
rangements have been made to use a
particular system, based on the

assumption that it will have shifts free
during the day, and if the load in that
installation has changed so that that
computer now has only a few hours
free a day, it is important that con
tingency plans be reorganized to
recognize that limitation.
Provision for Duplicate Software—
Second, the operating instructions for
the recovery procedures must be
carefully documented and stored in a
safe area away from the primary in
stallation sight. These should include
not only the actual computer pro
cedures, but documentation on all the
manual procedures such as data prep
aration and balancing that are a criti
cal part of a successful operation. As
important as the documentation is the
training of those individuals who will
be involved in the recovery opera
tions. Vital time can be lost and expen
sive errors made when personnel are
expected to handle unfamiliar ac
tivities during a period of stress.
Third, the programs themselves must
be copied and stored where they can
be properly secured and made readily
available when needed. Proper main
tenance of the back-up program li
brary is as important as its original
creation. At a minimum, current
copies of the object programs and their
related constant or table data should
be stored. Additional documentation
such as source programs and diagrams
are also highly desirable, once the im
mediate restart has been accomplished
and the secondary recovery activity
such as re-establishing normal docu
mentation in the main installation are
begun.
Data files that are essential to con
tinued company operation must be
copied and stored in the off-sight loca
tion. This task more than any other
represents an on-going, continuing
effort. Each time one of these critical
files is up-dated, the off-sight back-up
file must also be up-dated. Further,
provision must be made for keeping
back-up records of the transactions
that will affect the latest generation on
file (or procedures for recapturing the
content of those transactions) as well
as emergency alternative procedures
for collecting data from currently
occurring transactions until the main
installation is again functioning.
Audit and Review of Contingency
Plans—Because of the importance of
the contingency plan to the installa
tion, and because one missing data file
could cause an entire system and all of
the preliminary planning to be

nullified, it is essential that the con
tingency plan be current and execut
able at all times. For this reason a
periodic review and audit of the pro
posed procedures is highly desirable.
The plan of action and the facilities
provided for the recovery procedure
should be examined regularly.
Responsibility for maintenance of the
reconstruction plan should be assigned
definitely to a responsible staff within
the installation or within the internal
audit group. Surprise audits of the offsight location should be conducted,
and any discrepancy between the data
files actually stored in the off-sight
location and those that should be
stored as indicated by the off-sight list
of the contingency plan must be
resolved, and immediate corrective
steps taken to correct current
differences and prevent future repeti
tions of such discrepancies.
It is frequently helpful to have third
parties to read the contingency plan
and determine if the information
needed is clearly presented. This plan
will most likely be called into action in
a time of crisis, and items such as the
correct file to use and the correct
generation of the file should be readily
ascertainable. The panic like at
mosphere in a time of crisis does not
encourage clear thinking and systems
development. Frequently a simulated
emergency in which the auditor ac
tually follows the instructions of the
contingency plan, checking the clarity
of operating instructions and the avail
ability of necessary programs and files,
is a good test of the adequacy of the
plan. A systematic review and evalua
tion of the contingency plan is as im 
portant as the original development of
that plan. Often the plan originally
designed was sound but has deterio
rated over a period of time when laxity
can develop in the day to day adminis
tration of the plan.
The programs and documentation of
an installation are important assets of a
company. Replacing them is costly,
particularly in a time of emergency.
Keeping duplicates of programs on
magnetic tape and instructions on
micro-film in another location is com
paratively inexpensive. Carefully plan
ned file storage and predetermined
emergency procedures in many in
stances actually make continued
operation possible. Continued
vigilance to safe-guard the validity
and usefulness of such a contingency
plan is a small price to pay for prompt
re-start of vital information service. ■
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